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THE UTILITY ANALYSIS OF CHOICES INVOLVING RISK"' 


MILTON FRIEDMAN AND L., J. SAVAGE 


I. THE PROBLEM AND 
ITS BACKGROUND 


E purpose of this paper is to sug- 

| gest that an important class of 
reactions of ‘individuals to risk can 

ler rationalized by a rather simple exten- 


sion of orthodox itility analysis. 

Individuals frequently must, or can, 
thoose among alternatives that differ, 
mong other things, i in the de ree)of risk 
0 which the individual wi subject. 
, The clearest examples are provided by 
insurance and gambling. An individual 
who buys fire insurance on a house he 
owns is accepting the certain loss of a 
small sum (the insurance premium) in 
preference to the combination of a small 
chance of a much larger loss (the value of 
the house) and a large chance of no loss. 
| That is, he is choosing certainty in 
preference to uncertainty. An individual 
who buys a lottery ticket is subjecting 
| himself to a large chance of losing a 
| small amount (the price of the lottery 
ticket) plus a small chance of winning a 
amount (a prize) in preference to 
| avoiding both risks. He is choosing un- 

certainty in preference to certainty. 
*The fundamental ideas of this paper were 


Worked out jointly by the two authors. The paper 
8 written primarily by the senior author. 


This choice among different degrees of 
risk so prominent in insurance and gam- 
bling, is clearly present and important ina 
much broader range of economic choices. 
Occupations differ greatly in the variabil- 
ity of the income they promise: in some, 
for example, civil serviceemployment, the 
prospective income is rather clearly de- 
fined and is almost certain to be within 
rather narrow limits; in others, for ex- 
ample, salaried employment as an ac- 
countant, there is somewhat more vari- 
ability yet almost no chance of either an 
extremely high or an extremely low in- 
come; in still others, for example, mo- 
tion-picture acting, there is extreme vari- 
ability, with a small chance of an ex- 
tremely high income and a larger chance 
of an extremely low income. Securities 
vary similarly, from government bonds 
and industrial “blue chips” to “blue- 
sky” common stocks; and so do business 
enterprises or lines of business activity. 
Whether or not they realize it and wheth- 
er or not they take explicit account of the 
varying degree of risk involved, indi- 
viduals choosing among occupations, 
securities, or lines of business activity 
are making choices analogous to those 
that they make when they decide wheth- 
er to buy insurance or to gamble. Is there 
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any consistency among the choices of 
this kind that individuals make? Do 
they neglect the element of risk? Or does 
it play a central role? If so, what is that 
role? 

These problems have, of course, been 
considered by economic theorists, par- 
ticularly in their discussions of earnings 
in different occupations and of profits 
in different lines of business.” Their treat- 
ment of these problems has, however, 
never been integrated with their ex- 
planation of choices among riskless alter- 

; natives. Choices among riskless alterna- 
E: are explained in terms of maximiza- 
t 





ion of utility: individuals are supposed 
| tributed some common _ quantitative 
| characteristic—designated _utility—to 

various goods and then selected the 
combination of goods that yielded the 
largest total amount of this common _ 
characteristic. Choices among alterna- 

tives involving different degrees of risk, 

for example, among different occupa- 

tions, are explained in utterly different 

terms—by ignorance of the odds or by 

the fact that “young men of an ad- 

venturous disposition are more attracted 

by the prospects of a great success than 

they are deterred by the fear of failure,” 

by “the overweening conceit which the 

greater part of men have of their own 

abilities,” by “their absurd presumption 

in their own good fortune,” or by some 

similar deus ex machina.* 

The rejection of utility maximization 
as an explanation of choices among dif- 
ferent degrees of risk was a direct conse- 


quence of the belief in diminishing mar-_ 


*E.g., see Adam Smith, The Wealth of Nations, 
Book I, chap. x (Modern Library reprint of Cannan 
ed.), pp. 106-11; Alfred Marshall, Principles of 
Economics (8th ed.; London: Macmillan & Co., 
Ltd., 1920), pp. 398-400, 554-55, 613. 

3 Marshall, op. cit., p. 554 (first quotation); 
Smith, of. cit., p. 107 (last two quotations). 
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ginal utility. If the marginal utility of, | 
money diminishes, an individual seeking 
to maximize utility will never participate 

in a “fair” game of chance, for example, a 
game in which he has an equal chance of 
winning or losing a dollar. The gain in 
utility from winning a dollar will be le 
than the loss in utility from losing a dol- 
lar, so that the expected utility from par- 
ticipation in the game is negative. Di- 
minishing marginal utility plus maximi- 
zation of expected utility would thus im- 
ply that individuals would always have 
to be paid to induce them to bear risk.4?/ 
But this implication is clearly contra-’ 
dicted by actual behavior. People not 
only engage in fair games of chance, they 
engage freely and often eagerly in such 
unfair games as lotteries. Not only do 
risky occupations and risky investments 
not always yield a higher average return 
than relatively safe occupations or in- 
vestments, they frequently yield a much 
lower average return. 

Marshall resolved this contradiction 
by rejecting utility. maximization as 
explanation of choices involving risk. He 
need not have done so, since he did not 
need diminishing marginal utility—or, 
indeed, any quantitative concept of util- 
ity—for the analysis of riskless choices. 










4See Marshall, op. cit., p. 135 n.; Mathematical 
Appendix, n. ix (p. 843). “Gambling involves an 
economic loss, even when conducted on perfectly 
fair and even terms... . A theoretically fair insur- 
ance against risks is always an economic gain” (p. 
135). “The argument that fair gambling is an eco- 
nomic blunder . . . requires no further assumption 
than that, firstly the pleasures of gambling may be 
neglected; and, secondly ¢” (x) is negative for all 
values of x, where ¢ (x) is the pleasure derived from 
wealth equal to z.... It is true that this loss of 
probable happiness need not be greater than the 
pleasure derived from the excitement of gambling, 
and we are then thrown back upon the induction 
that pleasures of gambling are in Bentham’s phrase 
‘impure’ ; since experience shows that they are likely 
to engender a restless, feverish character, unsuited 
for steady work as well as for the higher and more 


solid pleasures of life” (p. 843). nt 
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The shift from the kind of utility analy- 
sis employed by Marshall to the indif- 
ference-curve analysis of F. Y. Edge- 
worth, Irving Fisher, and Vilfredo Pa- 
reto revealed that to rationalize riskless 
choices, it is sufficient to suppose that in- 
dividuals can rank baskets of goods by 
total utility. It is unnecessary to suppose 
that they can compare differences be- 
tween utilities. But diminishing, or in- 
creasing, marginal utility implies a com- 
parison of differences between utilities 
and hence is an entirely gratuitous as- 
sumption in interpreting riskless choices. 

The idea that choices among alterna- 
tives involving risk can be explained by 
the maximization of expected utility is 
ancient, dating back at least to D. Ber- 
noulli’s celebrated analysis of the St. 
Petersburg paradox.s It has been re- 
peatedly referred to since then but almost 
invariably rejected as the correct expla- 
nation—commonly because the prevail- 
ing belief in diminishing marginal utility 
made it appear that the existence of 


gambling could not be so explained., 


Even since the widespread recognition 
that the assumption of diminishing mar- 


5See Daniel Bernoulli, Versuch einer neuen 
Theorie der Werthestimmung von Gliicksfallen (Leip- 
zig, 1896), translated by A. Pringsheim from “Speci- 
men theoriae novae de mensura sortis,” Com- 
mentarii academiae scientiarum imperialis Petro- 
politanae, Vol. V, for the years 1730 and 1731, 
published in 1738. 

In an interesting note appended to his paper 
Bernoulli points out that Cramer (presumably 
Gabriel Cramer [1704-52]), a famous mathematician 
of the time, had anticipated some of his own views 
by a few years. The passages that he quotes from a 
letter in French by Cramer contain what, to us, is 
the truly essential point in Bernoulli’s paper, name- 
ly, the idea of using the mathematical expectation 
of utility (the “moral expectation”) instead of 

mathematical expection of income to com- 
pare alternatives involving risk. Cramer has not 
in general been attributed this much credit, 
apparently because the essential point in Ber- 
noulli’s paper has been taken to be the suggestion 
that the logarithm of income is an appropriate 
utility function. 
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ginal utility is unnecessary to explain 
riskless choices, writers have continued 
to reject maximization of expected utility 
as “unrealistic.’® This rejection of maxi- 
mization of expected utility has been 


challenged by John von Neumann and | 


Oskar Morgenstern in their recent book, 
Theory of Games and Economic Behavior.” 
They argue that “under the conditions ' 
on which the indifference curve analysis 
is based very little extra effort is needed 


to reach a numerical utility,” the a f 


pected value of which is maximized in 
choosing among alternatives involving 
risk.* The present paper is based on their 
treatment but has been made self-con- 











tained by the paraphrasing of essential | 
parts of their argument. 
If an individual shows by his market 


“Tt has been the assumption in the classical 
literature on this subject that the individual in 
question will always try to maximize the mathe- 
matical expectation of his gain or utility. . . . This 
may appear plausible, but it is certainly not an as- 
sumption which must hold true in all cases. It has 
been pointed out that the individual may also be 
interested in, and influenced by, the range or the 
standard deviation of the different possible utilities 
derived or some other measure of dispersion. It ap- 
pears pretty evident from the behavior of people in 
lotteries or football pools that they are not a little 
influenced by the skewness of the probability dis- 
tribution” (Gerhard Tintner, “A Contribution to 
the Non-Static Theory of Choice,”’ Quarterly Journal 
of Economics, LVI (February, 1942], 278). 

“It would be definitely unrealistic . . . to confine 
ourselves to the mathematica] expectation only, 
which is the usual but not justifiable practice of the 
traditional calculus of ‘moral probabilities’”’ (J. 
Marschak, “Money and the Theory of Assets,” 
Econometrica, V1 [1938], 320). 

Tintner’s inference, apparently also shared by 
Marschak, that the facts he cites are necessarily in- 
consistent with maximization of expected utility is 
erroneous (see secs. 3 and 4 below). He is led to 
consider a formally more genera! solution because of 
his failure to appreciate the real generality of the 
kinds of behavior explicable by the maximization of 
expected utility. 

7 Princeton University Press, 1st ed., 1944; 2d 


ed., 1947; pp. 15-31 (both eds.), pp. 617-32 (2d 
ed. only); succeeding references are to 2d ed. 


5 Ibid., p. 17. 
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behavior that he prefers A to B and B to 
C, it is traditional to rationalize this be- 
havior by supposing that he attaches 
more utility to A than to B and more 
utility to B than to C. All utility func- 
tions that give the same ranking to pos- 
sible alternatives will provide equally 
good rationalizations of such choices, and 
it will make no difference which particu- 
. lar one is used. If, in addition, the indi- 
vidual should show by his market be- 
havior that he prefers a 50-50 chance of 
A or C to the certainty of B, it seems nat- 
‘ural to rationalize this behavior by sup- 
posing that the difference between the 
utilities he attaches to A and B is greater 
than the difference between the utilities 
he attaches to B and C, so that the ex- 
pected utility of the preferred combina- 
tion is greater than the utility of B. The 
. class of utility functions, if there be any, 
that can provide the same ranking of al- 
ternatives that involve risk is much more 
restricted than the class that can provide 
the same ranking of alternatives that are 
certain. It consists of utility functions 
that differ only in origin and unit of 
measure (i.e., the utility functions in the 
class are linear functions of one an- 
' other).° Thus, in effect, the ordinal prop- 
erties of utility functions can be used to 
rationalize riskless choices, the numerical 
properties to rationalize choices involv- 
ing risk. 

It does not, of course, follow that there 
will exist a utility function that will ra- 
tionalize in this way the reactions of indi- 
viduals to risk. It may be that individ- 
uals behave inconsistently—sometimes 
choosing a 50-50 chance of A or C instead 
of B and sometimes the reverse; or some- 
times choosing A instead of B, B instead 
of C, and C instead of A—or that in some 
other way their behavior is different 
from what it would be if they were seek- 


* Ibid., pp. 15-31, esp. p. 25. 





i {Cationallyto Maximize expected util- 
ity m accordance with a given utility 
function. Or it may be that some types 
of reactions to risk can be rationalized in 
this way while others cannot. Whether 
a numerical utility function will in fact 
serve to rationalize any particular class 
of reactions to risk is an empirical ques- 
tion to be tested; there is no obvious con- 
tradiction such as was once thought to 
exist. 

This paper attempts to provide 
crude empirical test by bringing to- 
gether a few broad observations about 
the behavior of individuals in choosin 


ives invol risk (sec. 2 


and investigating whether these observa- 
tions are consistent with the hypothesi 
revived by von Neumann ay am 
stern (secs. 3 and 4). is savas oot the 
these empirical observations are entirely 
eonsistent with the hypothesis if a rather 
special shape is given to the total utility 
curve of money (sec. 4). This special 
shape, which can be given a ‘tolerably 
satisfactory interpretation (sec. 5), not 
only brings under the aegis of rational 
utility maximization much behavior that 
is ordinarily explained in other terms but 
also has implications about observable 
behavior not used in deriving it (sec. 6). 
Further empirical work should make it 
possible to determine whether or not 
these implications conform to reality. 

It is a testimony to the strength of the 
belief in diminishing marginal utility 
that it has taken so long for the possibil- 
ity of interpreting gambling and similar 
phenomena as a contradiction of univer- 
sal diminishing marginal utility, rather 
than of utility maximization, to be recog- 
nized. The initial mistake must have 
been at least partly a product of a strong 
introspective belief in diminishing mar- 
ginal utility: a dollar must mean less to a 
rich man than to a poor man; see how 
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much more a man will spend when he is 
rich than when he is poor to avoid any 
given amount of pain or discomfort." 
Some of the comments that have been 
published by competent economists on 
the utility analysis of von Neumann and 
Morgenstern are even more remarkable 
testimony to the hold that diminishing 
marginal utility has on economists. Vick- 
rey remarks: “There is abundant evi- 
dence that individual decisions in situ- 
ations involving risk are not always made 
in ways that are compatible with the as- 
sumption that the decisions are made ra- 
tionally with a view to maximizing the 
mathematical expectation of a utility 
function. The purchase of tickets in lot- 
teries, sweepstakes, and ‘numbers’ pools 
would imply, on such a basis, that the 
marginal utility of money is an increasing 
rather than a decreasing function of in- 
come. Such a conclusion is obviously 
unacceptable as a guide to social pol- 
icy.”"* Kaysen remarks, “Unfortunately, 
these postulates [underlying the von 
Neumann and Morgenstern discussion of 
utility measurement] involve an assump- 
tion about economic behavior which is 
contrary to experience. . . . That this as- 

This elemental argument seems so clearly to 
justify diminishing marginal utility that it may be 
desirable even now to state explicitly how this phe- 
nomenon can be rationalized equally well on the 
assumption of increasing marginal utility of money. 
It is only necessary to suppose that the avoidance of 
pain and the other goods that can be bought with 
money are related goods and that, while the margin- 
al utility of money increases as the amount of 
money increases, the marginal utility of avoiding 
pain increases even faster. 

" William Vickrey, “Measuring Marginal Utility 
by Reactions to Risk,” Econometrica, XIII (1945), 
319-33. The quotation is from pp. 327 and 328. “The 
purchase of tickets in lotteries, sweepstakes, and 
‘numbers’ pools” does not imply that marginal 
utility of money increases with income everywhere 
(see sec. 4 below). Moreover, it is entirely unnec- 
essary to identify the quantity that individuals are 
to be interpreted as maximizing with a quantity 
he should be given special importance in public 

icy. 





sumption is contradicted by experience 
can easily be shown by hundreds of ex- 
amples [including] the participation of 
individuals in lotteries in which their 
mathematical expectation of gain (util- 
ity) is negative.’”” 


2. OBSERVABLE BEHAVIOR TO BE 
RATIONALIZED 


The economic phenomena to which the 
hypothesis revived by von Neumann and 
Morgenstern is relevant can be divided 
into, first, the phenomena ordinarily re- 
garded as gambling and insurance; sec- 
ond, other economic phenomena involv- 
ing risk. The latter are clearly the more 
important, and the ultimate significance 
of the hypothesis will depend primarily 
on the contribution it makes to an under- 
standing of them. At the same time, the 
influence of risk is revealed most mark- 
edly in gambling and insurance, so that 
these phenomena have a significance for 
testing and elaborating the hypothesis 
out of proportion to their importance in 
actual economic behavior. 

At the outset it should be confessed 
that we have conducted no extensive em- 
pirical investigation of either class of 
phenomena. For the present, we are con- 
tent to use what is already available in 
the literature, or obvious from casual ob- 
servation, to provide a first test of the 
hypothesis and to impose significant sub- 
stantive restrictions on it. 

The major economic decisions of an in- 
dividual in which risk plays an important 
role concern the employment of the re- 
sources he controls: what occupation to 
follow, what entrepreneurial activity to 
engage in, how to invest (nonhuman) 
capital. Alternative possible uses of re- 
sources can be classified into three broad 


"™C. Kaysen, “A Revolution in Economic 
Theory?” Review of Economic Studies, XIV, No. 35 
(1946-47), 1-15; quotation is from p. 13. 








groups according to the degree of risk in- 
volved: (a) those involving little or no 
risk about the money return to be re- 
ceived—occupations like schoolteaching, 
other civil service employment, clerical 
work; business undertakings of a stand- 
ard, predictable type like many pub- 
lic utilities; securities like government 
bonds, high-grade industrial bonds; some 
real property, particularly owner-occu- 
pied housing; (6) those involving a mod- 
erate degree of risk but unlikely to lead 
to either extreme gains or extreme losses 
—occupations like dentistry, account- 
ancy, some kinds of managerial work; 
business undertakings of fairly standard 
kinds in which, however, there is suf- 
ficient competition to make the outcome 
fairly uncertain; securities like lower- 
grade bonds, preferred stocks, higher- 
grade common stocks; (c) those involving 
much risk, with some possibility of ex- 
tremely large gains and some of extreme- 
ly large losses—occupations involving 
physical risks, like piloting aircraft, auto- 
mobile racing, or professions like medi- 
cine and law; business undertakings in 
untried fields; securities like highly 
speculative stocks; some types of real 
property. 

The most significant generalization in 
the literature about choices among these 
three uses of resources is that, other 
things the same, uses a or ¢ tend in gen- 
eral to be preferred to use 0); that is, 
# people must in general be paid a premium 
to induce them to undertake moderate 
risks instead of subjecting themselves to 
either small or large risks. Thus Marshall 
says: “There are many people of a sober 
steady-going temper, who like to know 
what is before them, and who would far 
rather have an appointment which of- 
fered a certain income of say £400 a year 
than one which was not unlikely to yield 
£600, but had an equal chance of afford- 
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ing only £200. Uncertainty, therefore, 
which does not appeal to great ambitions 
and lofty aspirations, has special attrac- 
tions for very few; while it acts as a de- 
terrent to many of those who are making 
their choice of a career. And as a rule the 
certainty of moderate success attracts 
more than an expectation of an uncertain 
success that has an equal actuarial value. 

“But on the other hand, if an occupa- 
tion offers a few extremely high prizes, its 
attractiveness is increased out of all pro- 
portion to their aggregate value.” 

Adam Smith comments similarly about 
occupational choices and, in addition, 
says of entrepreneurial undertakings: 
“The ordinary rate of profits always 
rises more or less with the risk. It does 
not, however, seem to rise in proportion 
to it, or so as to compensate it com- 
pletely. .. . The presumptuous hope of 
success seems to act here as upon all 
other occasions, and to entice so many 
adventurers into those hazardous trades, 
that their competition reduces the profit 
below what is sufficient to compensate 
the risk.’’" 

Edwin Cannan, in discussing the rate 
of return on investments, concludes that 
“the probability is that the classes of in- 
vestments which on the average return 
most to the investor are neither the very 
safest of all nor the very riskiest, but the 
intermediate classes which do not appeal 
either to timidity or to the gambling 
instinct.” 

This asserted preference for extremely 
safe or extremely risky investments over 


13 Op. cit., pp. 554-55. 

4 Op. cit., p. 111. 

8 Article on “Profit,” in Dictionary of Political 
Economy, ed. R. H. Inglis Palgrave (new edition, ed. 
Henry Higgs; London, 1926); see also the summary 
of the views of different writers on risk-taking in 
F. H. Knight, Risk, Uncertainty, and Profit (New 
York, 1921; reprint London School of Economics 
and Political Science, 1933), pp. 362-67. 
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investments with an intermediate degree 
of risk has its direct counterpart in the 
willingness of persons to buy insurance 
and also to buy lottery tickets or engage 
in other forms of gambling involving a 
small chance of a large gain. The exten- 
sive market for highly speculative stocks 
—the kind of stocks that “blue-sky” laws 
are intended to control—is a border-line 
case that could equally well be desig- 
nated as investment or gambling. 

The empirical evidence for the willing- 
ness of persons of all income classes to 
buy insurance is extensive.”* Since insur- 


E.g., see U.S. Bureau of Labor Statistics, 
Bulletin 648: Family Expenditures in Selected Cities, 
1935-36, Vol. I: Family Expenditures for Housing, 
1935-36; Vol. VI: Family Expenditures for Trans- 
portation, 1935-36; and Vol. VIII: Changes in Assets 
and Liabilities, 1935-36. 

Table 6 of the Tabular Summary of Vol. I gives 
the percentage of home-owning families reporting 
the payment of premiums for insurance on the house. 
These percentages are given separately for each in- 
come class in each of a number of cities or groups of 
cities. Since premiums are often paid less frequently 
than once a year, the percentages given definitely 
understate the percentage of families carrying in- 
surance. Yet the bulk of the percentages are well 
over 40. 

Table 5 of the Tabular Summary of Vol. VI gives 
the percentage of families (again by income classes 
and cities or groups of cities) reporting expenditures 
for automobile insurance. These figures show a very 
rapid increase in the percentage of automobile opera- 
tors that had insurance (this figure is derived by 
dividing the percentage of families reporting auto- 
mobileinsurance by the percentage of families operat- 
ing cars) as income increases. In the bottom income 
classes, where operation of a car is infrequent, only 
a minority of those who operate cars carry insurance. 
In the upper income classes, where most families 
operate cars, the majority of operators carry insur- 
ance. A convenient summary of these percentages 
for selected income classes in six large cities, given 
in text Table 10 (p. 26), has forty-two entries. These 
vary from 4 per cent to 98 per cent and twenty-three 
are over 50 per cent. 

Table 3 of the Tabular Summary of Vol. VIII 
gives the percentage of families in each income class 
in various cities or groups of cities reporting the 
payment of life, endowment, or annuity insurance 
premiums. The percentages are uniformly high. For 
example, for New York City the percentage of white 
families reporting the payment of insurance pre- 
miums is 75 per cent or higher for every income class 





ance companies have costs of operation 
that are covered by their premium re- 
ceipts, the purchaser is obviously paying 
a larger premium than the average com- 
pensation he can expect to receive for the 


listed and varies from 75 per cent in the income class 
$s500-$749 to over 95 per cent in the upper-income 
classes; the percentage of Negro families purchasing 
insurance was 38 per cent for the $1,000-$1,249 class 
but 60 per cent or higher for every other class. This 
story is repeated for city after city, the bulk of the 
entries in the table for the percentage of families 
purchasing insurance being above 8o per cent. 
These figures cannot be regarded as direct esti- 
mates of the percentage of families willing to pay 
something—that is, to accept a smaller actuarial 
value—in order to escape risk, the technical meaning 
of the purchase of insurance that is relevant for our 
purpose. (1) The purchase of automobile and hous- 
ing insurance may not be a matter of choice. Most 
owned homes have mortgages (see I, 361, Table L) 
and the mortgage may require that insurance be 
carried. The relevant figure for mortgaged homes 
would be the fraction of owners carrying a larger 
amount of insurance than is required by the mort- 
gage. Similarly, finance companies generally require 
that insurance be carried on automobiles purchased 
on the instalment plan and not fully paid for, and 
the purchase of automobile insurance is compulsory 
in some states. (2) For automobile property damage 
and liability insurance (but not collision insurance) 
the risks to the operator and to the insurance com- 
pany may not be the same, particularly to persons in 
the lower-income classes. The loss to the uninsured 
operator is limited by his wealth and borrowing 
power, and the maximum amount that he can lose 
may be well below the face value of the policy 
that he would purchase. The excess of the premium 
over the expected loss is thus greater for him than 
for a person with more wealth or borrowing power. 
The rise in the percentage of persons carrying 
automobile insurance as income rises may therefore 
reflect not an increased willingness to carry insur- 
ance but a reduction in the effective price that must 
be paid for insurance. (3) This tendency may be re- 
versed for the relatively high-income classes for both 
automobile and housing insurance by the operation 
of the income tax. Uninsured losses are in many in- 
stances deductible from income before computation 
of income tax under the United States federal in- 
come tax, while insurance premiums are not. This 
tends to make the net expected loss less for the 
individual than for the insurance company. This 
effect is almost certainly negligible for the figures 
cited above, both because they do not effectively 
cover very high incomes and because the federal in- 
come tax was relatively low in 1935-36. (4) Life 
insurance at times comes closer to gambling (the 
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losses against which he carries insurance. 
That is, he is paying something to escape 
risk. 

The empirical evidence for the willing- 
ness of individuals to purchase lottery 
tickets, or engage in similar forms of 
gambling, is also extensive. Many gov- 
ernments find, and more governments 
have found, lotteries an effective means 
of raising revenue.*’ Though illegal, the 
“numbers” game and similar forms of 
gambling are reported to flourish in the 
United States," particularly among the 
lower income classes. 





choice of an uncertain alternative in preference to a 
certain alternative with a higher expected value) 
than to the payment of a premium to escape risk. 
For example, special life-insurance policies pur- 
chased to cover a single railroad or airplane trip are 
probably more nearly comparable to a lottery ticket 
than a means of achieving certainty. (5) Even aside 
from these qualifications, actual purchase of insur- 
ance would give at best a lower limit to the number 
willing to buy insurance, since there will always be 
some who will regard the price asked as too high. 

These qualifications offset one another to some 
extent. It seems highly unlikely that their net effect 
could be sufficient to reverse the conclusion sug- 
gested by the evidence cited that a large fraction of 
people in all income classes are willing to buy insur- 
ance, 


7 France, Spain, and Mexico, to name but three 
examples, currently conduct lotteries for revenue. 
Russia attaches a lottery feature to bonds sold to the 
public. Great Britain conducted lotteries from 1694 
to 1826. In the United States lotteries were used 
extensively before the Revolution and for some time 
thereafter, both directly by state governments and 
under state charters granted to further specific 
projects deemed to have a state interest. For the his- 
tory of lotteries in Great Britain see C. L’Estrange 
Ewen, Lotteries and Sweepstakes (London, 1932); in 
New York State, A. F. Ross, “History of Lotteries in 
New York,” Magasine of History, Vol. V (New York, 
1907). There seem to be no direct estimates of the 
fraction of the people who purchase tickets in state 
or other legal lotteries, and it is clear that such 
figures would be difficult to get from data obtained 
in connection with running the lotteries. The receipts 
from legal lotteries, and casual impressions of ob- 
servers, suggest that a substantial fraction of the 
relevant units (families or, alternatively, individual 
income recipients) purchase tickets. 


8 Evidence from wagering on horse races, where 
this has been legalized, is too ambiguous to be of 
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It seems highly unlikely that there is a | 
sharp dichotomy between the individuals 
who purchase insurance and those who 
gamble. It seems much more likely that ' 
many do both or, at any rate, would be 
willing to. We can cite no direct evidence| 
for this asserted fact, though indirect evi- 
dence and casual observation give us con- 
siderable confidence that it is correct. Its 
validity is suggested by the extensiveness 
of both gambling and the purchase of in- 
surance. It is also suggested by some of 
the available evidence on how people in- 
vest their funds. The widespread legisla- 
tion against “bucket shops” suggests 
that relatively poor people must have 
been willing to buy extremely speculative 
stocks of a “blue-sky” variety. Yet the 
bulk of the property income of the lower- 
income classes consists of interest and 
rents and relatively little of dividends, 
whereas the reverse is true for the upper- 
income classes." Rents and interest are 
types of receipts that tend to be derived 
from investments with relatively little 
risk, and so correspond to the purchase 
of insurance, whereas investment in spec- 
ulative stocks corresponds to the pur- 
chase of lottery tickets. 

Offhand it appears inconsistent for the 
same person both to buy insurance and 
to gamble: he is willing to pay a pre- 
mium, in the one case, to avoid risk, in 
the other, to; bear risk. And indeed it 
would be incdnsistent for a person to be 





much value. Since most legal wagering is at the 
track, gambling is available only to those who go to 
watch the races and is combined with participation 
in the mechanics of the game of chance. 


19 Delaware Income Statistics, Vol. I (Bureau of 
Economic and Business Research, University of 
Delaware, 1941, Table 1; Minnesota Incomes, 1938- 
39, Vol. II (Minnesota Resources Commission, 1942), 
Table 27; F. A. Hanna, J. A. Pechman, S. M. Lerner, 
Analysis of Wisconsin Income (“Studies in Income 
and Wealth,” Vol. IX [National Bureau of Eco- 
nomic Research, 1948]), Part II, Table 1. 
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illing to pay something (no matter how 
ittle) in excess of actuarial value to 
void every possible risk and also some- 
ing in excess of actuarial value to as- 
me every possible risk. One must dis- 
tinguish among different kinds of insur- 
inc and different kinds of gambling, 
since a willingness to pay something for 
only some kinds of insurance would not 
necessarily be inconsistent with a willing- 
ness to engage in only some kinds of 
gambling. Unfortunately, very little em- 
pirical evidence is readily available on 
the kinds of insurance that people are 
willing to buy and the kinds of gambling 
that they are willing to engage in. About 
the only clear indication is that people 
re willing to enter into gambles that 
fier a small chance of a large gain—as in 
otteries and “blue-sky” securities. 
Lotteries seem to be an extremely 
fruitful, and much neglected, source of 
information about reactions of individ- 
uals to risk. They present risk in rela- 
tively pure form, with little admixture of 
other factors; they have been conducted 
in many countries and for many cen- 
turies, so that a great deal of evidence is 
available about them; there has been ex- 
tensive experimentation with the terms 
and conditions that would make them 
attractive, and much competition in con- 
ducting them, so that any regularities 
they may show would have to be inter- 
preted as reflecting corresponding regu- 
larities in human behavior.”*® It is, of 
course, not certain that inferences from 


2° Aside from their value in providing information 
about reactions to risk, data from lotteries may be of 
broader interest in providing evidence about the 
stability of tastes and preferences over time and 
their similarity in different parts of the world. Here 
is a “commodity” which has remained unchanged 
over centuries, which is the same all over the globe, 
and which has been dealt in widely for the entire 
period and over much of the globe. It is hard to con- 
ceive of any other commodity for which this is 
true. 
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lotteries would carry over to other 
choices involving risk. There would, how- 
ever, seem to be some presumption that 
they would do so, though of course the 
validity of this presumption would have 
to be tested.” 

The one general feature of lotteries 
that is worth noting in this preliminary 
survey, in addition to the general willing- 
ness of people to participate in them, is 
the structure of prizes that seems to have 
developed. Lotteries rarely have just a 
single prize equal to the total sum to be 
paid out as prizes. Instead, they tend to 
have several or many prizes. The largest 
prize is ordinarily not very much larger 
than the next largest, and often there is 
not one largest prize but several of the 
same size.” This tendency is so general 
that one would expect it to reflect some 
consistent feature of individual reac- 
tions, and any hypothesis designed to 
explain reactions to uncertainty should 
explain it. 


3. THE FORMAL HYPOTHESIS 


The hypothesis that is proposed for 
rationattztmg-the behavior just summar- 
ized can be stated compactly as follows: 
In choosing among alternatives open to 
it, whether or not these alternatives in- 
volve risk, a consumer unit (generally a 
family, sometimes an individual) be- 
haves as if (a) it had a consistent set of 
preferences; (6) these preferences could 
be completely described by a function 
attaching a numerical value—to be des- 
ignated “utility”—to alternatives each 
of which is regarded as certain; (c) its 
objective were to make its expected util- 


* See Smith, op. cit., p. 108, for a precedent. 


% See Ewen, op. cit., passim, but esp. descriptions 
of state lotteries in chap. vii, pp. 199-244; see also 
the large numbers of bills advertising lotteries in 
John Ashton, A History of English Lotteries (Lon- 
don: Leadenhall Press, 1893). 



















































ES 
ity as large as possible. It is the contribu- 
tion of von Neumann and Morgenstern 
to have shown that an alternatiye state- 
ment of the same hypothesis isn indi- 
vidual chooses in accordance with a sys- 
tem of preferences which has the follow- 
ing properties: 


1. The system is complete and consistent; that 
is, an individual can tell which of two objects 
he prefers or whether he is indifferent be- 
tween them, and if he does not prefer C to B 
and does not prefer B to A, then he does not 
prefer C to A.*3 (In this context, the word 
“object” includes combinations of objects 
with stated probabilities; for example, if A 
and B are objects, a 40-60 chance of A or B 
is also an object.) 

2. Any object which is a combination of other 
objects with stated probabilities is never pre- 
ferred to every one of these other objects, 
nor is every one of them ever preferred to the 
combination. 

3. If the object A is preferred to the object B 
and B to the object C, there will be some 
probability combination of A and C such 
that the individual is indifferent between it 
and B,74 


This form of statement is designed to 
show that there is little difference be- 


23 The transitivity of the relation of indifference 
assumed in this postulate is, of course, an idealiza- 
tion. It is clearly possible that the difference between 
successive pairs of alternatives in a series might be 
imperceptible to an individual, yet the first of the 
series definitely preferable to the last. This idealiza- 
tion, which is but a special case of the idealization 
involved in the geometric concept of a dimensionless 
point, seems to us unobjectionable. However, the use 
of this idealization in indifference-curve analysis is 
the major criticism offered by W. E. Armstrong in an 
attack on indifference-curve analysis in his article 
“The Determinateness of the Utility Function,” 
Economic Journal, XLIX (September, 1939), 453- 
67. In a more recent article (“Uncertainty and the 
Utility Function,” Economic Journal, LVIII 
{March, 1948], 1-10) Armstrong repeats this 
criticism and adds to it the criticism that choices in- 
volving risk cannot be rationalized by the ordinal 
properties of utility functions. 


24 For a rigorous presentation of the second state- 
ment and a rigorous proof that the statements are 
equivalent see von Neumann and Morgenstern, 
op. cit., pp. 26-27, 617-32. 
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tween the plausibility of this hypothesis 
and the usual indifference-curve explana- 
tion of riskless choices. 

These statements of the hypothesis | 
conceal by their very compactness mostof | 
its implications. It will pay us, therefore, | 
to elaborate them. It simplifies matters” 
and involves no loss in generality, to re- 
gard the alternatives open to the con- 
sumer unit as capable of being expressed 
entirely in terms of money or money in- 
come. Actual alternatives are not, of ' 
course, capable of being so expressed: the 
same money income may be valued very 
differently according to the terms under 
which it is to be received, the non- 
pecuniary advantages or disadvantages 
associated with it, and so on. We can ab- 
stract from these factors, which play no 
role in the present problem, by supposing 
either that they are the same for different 
incomes compared or that they can be 
converted into equivalent sums of money 
income.*s This permits us to consider to- 
tal utility a function of money income 
alone. 

Let J represent the income of a con-\ 
sumer unit per unit time, and U(J) the 
utility attached to that income if it is | 
regarded as certain. Measure J along the | 
horizontal axis of a graph and U along 
the vertical. In general, U(Z) will not be 
defined for all values of J, since there will 
be a lower limit to the income a consumer 
unit can receive, namely, a negative in- 


*s The other factors abstracted from must not, 
of course, include any that cannot in fact be held 
constant while money income varies. For example, a 
higher income is desired because it enables a con- 
sumer unit to purchase a wider variety of com- 
modities. The consumption pattern of the consumer 
unit must not therefore be supposed to be the same 
at different incomes. As another example, a higher 
income may mean that a consumer unit must pay 
a higher price for a particular commodity (¢.g., 
medical service). Such variation in price should 
not be impounded in ceferis paribus, though price 
changes not necessarily associated with changes in 
the consumer unit’s income should be. 
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come equal (in absolute value) to the 
maximum amount that the consumer 
unit can lose per unit time for the period 
to which the utility curve refers. 

Alternatives open to the consumer 
unit that involve no risk consist of pos- 
sible incomes, say J’, J”, .... The hy- 
pothesis then implies simply that the 
consumer unit will choose the income to 
which it attaches the most utility. Other 
things the same, we know from even 
casual observation that the consumer 
unit will in general choose the largest in- 
come: put differently, we consider it 
pathological for an individual literally to 
throw money away, yet this means of 
choosing a smaller income is always 
available. It follows that the hypothesis 
can rationalize riskless choices of the lim- 
ited kind considered here if, and only if, 
the utility of money income is larger, the 
higher the income. Consideration of risk- 
less choices imposes no further require- 
ments on the utility function. 

Alternatives involving risk consist of 
probability distributions of possible in- 
comes. Fortunately, it will suffice for our 
purpose to consider only a particularly 
simple kind of alternative involving risk, 
namely (A) a chance a(o < a < 1) of an 
income J,, and a chance (1 — a) of an 
income J,, where for simplicity J, is sup- 
posed always greater than /,. This sim- 
plification is possible because, as we shall 
see later, the original hypothesis implies 
that choices of consumer units among 
more complicated alternatives can be pre- 
dicted from complete knowledge of their 
preferences among alternatives like A 
and a riskless alternative (B) consisting 
of a certain income J,. 

Since “other things” are supposed the 
same for alternatives A and B, the utility 
of the two alternatives may be taken to 
be functions solely of the incomes and 
probabilities involved and not also of at- 





289 


tendant circumstances. The utility of 
alternative B is U(J,). The expected 
utility of A is given by 


O(A) =aU (1,)+(1—a) UCI). 


According to the hypothesis, a consumer 
unit will choose A if U > U(I,), will 
choose B if U < U(I,), and will be indif- 
ferent between A and B if U = U(I,). 


Let J(A) be the actuarial value of A, ' 


ie. [(A) =al,+(1 —a)l,. If J, is 
equal to J, the “gamble” or “insurance” 
is said to be “fair” since the consumer 
unit gets the same actuarial value which- 
ever alternative it chooses. If, under 
these circumstances, the consumer unit 
chooses A, it shows a preference for this 
risk. This is to be interpreted as meaning 
that U > U(Z) and indeed U — U(J) 
may be taken to measure the utility it 
attaches to this particular risk.” If the 
consumer unit chooses B, it shows a pref- 
erence for certainty. This is to be inter- 
preted as meaning that U < U(J). In- 
difference between A and B is to be inter- 
preted as meaning that U = U(/). 

Let J* be the certain income that has 
the same utility as A, that is, U(J*) = 
U.*7 Call J* the income equivalent to A. 
The requirement, derived from consider- 


* This interpretation of 0 — U(J) as the utility 
attached to a particular risk is directly relevant to a 
point to which von Neumann and Morgenstern and 
commentators on their work have given a good deal 
of attention, namely, whether there may “not exist 
in an individual a (positive or negative) utility of the 
mere act of ‘taking a chance,’ of gambling, which 
the use of the mathematical expectation obliterates” 
(von Neumann and Morgenstern, op. cit., p. 28). In 
our view the hypothesis is better interpreted as a 
rather special explanation why gambling has utility 
or disutility to a consumer unit, and as providing a 
particular measure of the utility or disutility, than 
as a denial that gambling has utility (see ibid., pp. 
28, 629-32). 

27 Since U has been assumed strictly monotonic 
to rationalize riskless choices, there will be only one 
income, if any, that has the same utility as A. There 
will be one if U is continuous which, for simplicity, 
we assume to be the case throughout this paper. 
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ation of riskless choices, that utility in- 
crease with income means that 


02 U(1) 
implies 
1*Z 7. 


If J* is greater than /, the consumer unit 
prefers this particular risk to a certain 
income of the same actuarial value and 
would be willing to pay a maximum of 
I* — I for the privilege of “gambling.” 
If 7* is less than J, the consumer unit 
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Draw the utility curve (CDE in both fig- 
ures). Connect the points (J,, U{J,)), 
(Z,, U[I,]) by a straight line (CFE). The 
verti istance of this line from the hori- 

i i equal to U-TSince 
I divides the distance between J, and 
I, in the proportion [1 — a]/a, F divides 
the vertical distance between C and E in 
the same proportion, so the vertical dis- 
tance from F to the horizontal axis is the 
expected value of U[J,] and U{J,}). 
Draw a horizontal line through F and 
find the income corresponding to its in- 
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Fic. 1.—Illustration of utility analysis of choices involving risk: a, preference for certainty; 


b, preference for risk. 


prefers certainty and is willing to pay a 
maximum of J —J* for “insurance” 
against this risk. 

These concepts are illustrated for a 
consumer unit who is willing to pay for 
insurance (J > 7*) in Figure 1, a, and 
for a consumer unit who is willing to pay 
for the privilege of gambling (J < J*) in 
Figure 1, 6. In both figures, money in- 
come is measured along the horizontal 
axis, and utility along the vertical. On 
the horizontal axis, designate 7, and /,. 
7, the actuarial value of J, and J,, is then 
represented by a point that divides the 
interval J, to J, in the proportion 


ant ¢ I-1, —*) 
——_-i 6... x= 2-——  ]. 


I,-TI a 


tersection with the utility curve (point 
D). This is the income the utility of 
which is the same as the expected utility 
of A, hence by definition is /*. 

In Figure 1, a, the utility curve is so 
drawn as to make /* less than /. If the 
consumer unit is offered a choice between 
A and a certain income /, greater than 
I*, it will choose the certain income. If 
this certain income 7, were less than /, 
the consumer unit would be paying 
I — I, for certainty—in ordinary par- 
lance it would be “buying insurance”; if 
the certain income were greater than /, 
it would be being paid J, — J for accept- 
ing certainty, even though it is willing to 
pay for certainty—we might say that it 
is “selling a gamble” rather than “buying 
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insurance.” If the consumer unit were 
offered a choice between A and a certain 
income J, less than J*, it would choose A 
because, while it is willing to pay a price 
for certainty, it is being asked to pay 
more than the maximum amount (/ — 
]*) that it is willing to pay. The price of 
insurance has become so high that it has, 
as it were, been converted into a seller 
rather than a buyer of insurance. 

In Figure 1, 6, the utility curve is so 
drawn as to make J* greater than J. If 
the consumer unit is offered a choice be- 
tween A and a certain income J, less than 
I*, it will choose A. If this certain in- 
come J, were greater than 7, the con- 
sumer unit would be paying 7, — J for 
this risk—in ordinary parlance, it would 
be choosing to gamble or, one might say, 
“to buy a gamble”; if the certain income 
were less than J, it would be being paid 
I-—I, for accepting this risk even 
though it is willing to pay for the risk— 
we might say that it is “selling insur- 
ance” rather than “buying a gamble.” 
If the consumer unit is offered a choice 
between A and a certain income /, 
greater than /*, it will choose the certain 
income because, while it is willing to pay 
something for a gamble, it is not willing 
to pay more than 7* — /. The price of 
the gamble has become so high that it is 
converted into a seller, rather than a 
buyer, of gambles. 

It is clear that the graphical condition 
for a consumer unit to be willing to pay 
something for certainty is that the utility 
function be above its chord at J. This is 
simply a direct translation of the condi- 
tion that U(J) > U. Similarly, a con- 
sumer unit will be willing to pay some- 
thing for a risk if the utility function is 
below its chord at J. 

The relationship between these for- 
malized “insurance” and “gambling”’ sit- 
uations and what are ordinarily called 


insurance and gambling is fairly straight- 
forward. A consumer unit contemplating 
buying insurance is to be regarded as 
having a current income of J, and as 
being subject to a chance of losing a sum 
equal to J, — J,, so that if this loss should 
occur its income would be reduced to /,. 
It can insure against this loss by paying 
a premium equal to J, — J,. The pre- 
mium, in general, will be larger than 
I,—TI, the “loading” being equal to 
I —1,. Purchase of insurance therefore 
means accepting the certainty of an in- 
come equal to J, instead of a pair of al- 
ternative incomes having a higher ex- 
pected value. Similarly, a consumer unit 
deciding whether to gamble (e.g., to pur- 
chase a lottery ticket) can be interpreted 
as having a current income equal to /,. 
It can have a chance (1 — a) of a gain 
equal to J, — J, by subjecting itself to a 
chance a of losing a sum equal to 7, — /,. 
If it gambles, the actuarial value of its 
income is 7, which in general is less than 
I,. I, — Tis the premium it is paying for 
the chance to gamble (the “take”’ of the 
house, or the “banker’s cut’’). 

It should be emphasized that this 
analysis is all an elaboration of a par- 
ticular hypothesis about the way con- 
sumer units choose among alternatives 
involving risk. This hypothesis describes 


the reactions of consumer units in terms 2 


of a utility function, unique except for 
origin and unit of measure, which gives 
the utility assigned to certain incomes 
and which has so far been taken for 
granted. Yet for choices among certain 
incomes only a trivial characteristic of 
this function is relevant, namely, that it 
rises with income. The remaining char- 
acteristics of the function are relevant 
only to choices among alternatives in- 
volving risk and can therefore be inferred 
only from observation of such choices. 
The precise manner in which these char- 
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acteristics are implicit in the consumer 
unit’s preferences among alternatives in- 
volving risk can be indicated most easily 
by describing a conceptual experiment 
for determining the utility function. 

Select any two incomes, say $500 and 
$1,000. Assign any arbitrary utilities to 
these incomes, say utiles and 1 utile, re- 
spectively. This corresponds to an ar- 
bitrary choice of origin and unit of meas- 
ure. Select any intermediate income, say 
$600. Offer the consumer unit the choice 
between (A) a chance a of $500 and 
(1 — a) of $1,000 or (B) a certainty of 
$600, varying a until the consumer unit 
is indifferent between the two (i.e., until 
I* = $600). Suppose this indifference 
value of a is ¥. If the hypothesis is cor- 
rect, it follows that 


U (600) =2U (500) +3U (1000) 
=2 0+3-1=3=.60. 


In this way the utility attached to every 
income between $500 and $1,000 can be 
determined. To get the utility attached 
to any income outside the interval $500 
to $1,000, say $10,000, offer the con- 
sumer unit a choice between (A) a chance 
a of $500 and (1 — a) of $10,000 or (B) a 
certainty of $1,000, varying a until the 
consumer unit is indifferent between the 
two (i.e., until 7* = $1,000). Suppose 
this indifference value of a is $. If the 
hypothesis is correct, it follows that 


4U (S00) +4U (10,000) = U (1000), 
or 
4-042 (10,000) =1, 
or 
U (10,000) =5. 
In principle, the possibility of carrying 
out this experiment, and the reproduci- 


bility of the results, would provide a test 
of the hypothesis. For example, the con- 


sistency of behavior assumed by the hy- 
pothesis would be contradicted if a repe- 
tition of the experiment using two initia] 
incomes other than $500 and $1,000 
yielded a utility function differing in 
more than origin and unit of measure 
from the one initially obtained. 

Given a utility function obtained in 
this way, it is possible, if the hypothesis 
is correct, to compute the utility at- 
tached to (that is, the expected utility of) 
any set or sets of possible incomes and 
associated probabilities and thereby to 
predict which of a number of such sets 
will be chosen. This is the precise mean- 
ing of the statement made toward the 
beginning of this section that, if the hy- 
pothesis were correct, complete knowl- 
edge of the preferences of consumer units 
among alternatives like A and B would 
make it possible to predict their reactions 
to any other choices involving risk. 

The choices a consumer unit makes 
that involve risk are typically far more 
complicated than the simple choice be- 
tween A and B that we have used to 
elaborate the hypothesis. ‘There are two 
chief sources of complication: Any par- 
ticular alternative typically offers an in- 
definitely large number of possible in- 
comes, and “other things” are generally 
not the same. 

The multiplicity of possible incomes is 
very general: losses insured against or- 
dinarily have more than one possible 
value; lotteries ordinarily have more 
than one prize; the possible income from 
a particular occupation, investment, or 
business enterprise may be equal to any 
of an indefinitely large number of values. 
A hypothesis that the essence of choices 
among the degrees of risk involved in 
such complex alternatives is contained in 
such simple choices as the choice be- 
tween A and B is by no means tautologi- 
cal. 





r-— oS_ S~ = Ff 





The hypothesis does not, of course, 
pretend to say anything about how con- 
umer choices will be affected by differ- 
fe in things other than degree of risk. 
The significance for our purposes of such 
differences is rather that they greatly in- 
crease the difficulty of getting evidence 
about reactions to differences in risk 
alone. Much casual experience, particu- 
larly experience bearing on what is or- 
dinarily regarded as gambling, is likely to 
be misinterpreted, and erroneously re- 
garded as contradictory to the hypothe- 
sis, if this difficulty is not explicitly rec- 
ognized. In much so-called gambling the 
individual chooses not only to bear risk 
but also to participate in the mechanics 
of a game of chance; he buys, that is, a 
gamble, in our technical sense, and enter- 
tainment. We can conceive of separating 
these two commodities: he could buy en- 
tertainment alone by paying admission 
to participate in a game using valueless 
chips; he could buy the gamble alone by 
having an agent play the game of chance 
for him according to detailed instruc- 
tions.* Further, insurance and gambles 
are often purchased in almost pure form. 
This is notably true of insurance. It is 
true also of gambling by the purchase of 
lottery tickets when the purchaser is not 
a spectator to the drawing of the winners 
(e.g., Irish sweepstakes tickets bought in 
this country or the “numbers” game), 
and of much stock-market speculation. 
An example of behavior that would 
definitely contradict the assertion, con- 
tained in the hypothesis, that the same 
utility function can be used to explain 
choices that do and do not involve risk 


_ “Tt does not, of course, follow that the price an 
individual is willing to pay for the joint commodity 
is simply the sum of the prices he is willing to pay 
for them separately. Indeed, it may well be the pos- 
sible existence of such a difference that people have 
in mind when they speak of a “specific utility of 
gambling.” 
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would be willingness by an indiviual to 
pay more for a gamble than the maxi- 
mum amount he could win. In order to 
explain riskless choices it is necessary to 
suppose that utility increases with in- 
come. It follows that the average utility 
of two incomes can never exceed the util- 
ity of the larger income and hence that 
an individual will never be willing to pay, 
for example, a dollar for a chance of win- 
ning, at most, 99 cents. 

More subtle observation would be re- 
quired to contradict the assertion that 
the reactions of persons to complicated 
gambles can be inferred from their re- 
actions to simple gambles. For example, 
suppose an individual refuses an oppor- 
tunity to toss a coin for a dollar and also 
to toss a coin for two dollars but then 
accepts an opportunity to toss two coins 
in succession, the first to determine 
whether the second toss is to be for one 
dollar or for two dollars. This behavior 
would definitely contradict the hypothe- 
sis. On the hypothesis, the utility of the 
third gamble is an average of the utility 
of the first two. His refusal of the first 
two indicates that each of them has a 
lower utility than the alternative of not 
gambling; hence, if the hypothesis were 
correct, the third should have a lower 
utility than the same alternative, and he 
should refuse it. 


4. RESTRICTIONS ON UTILITY FUNCTION 
REQUIRED TO RATIONALIZE 
OBSERVABLE BEHAVIOR 


The one restriction imposed on the 
utility function in the preceding section 
is that total utility increase with the 
size of money income. This restriction 
was imposed to rationalize the first of the 
facts listed below. We are now ready to 
see whether the behavior described in 
section 2 can be nartioalized by the hy- 
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pothesis, and, if so, what additional re- 
strictions this behavior imposes on the 
utility function. To simplify the task, we 
shall take as a summary of the essential 
features of the behavior described in sec- 


" tion 2 the following five statements, al- 


leged to be facts: (1) consumer units pre- 
fer larger to smaller certain incomes; 
(2) low-income consumer units buy, or 
are willing to buy, insurance; (3) low- 
income consumer units buy, or are willing 
to buy, lottery tickets; (4) many low- 
income consumer units buy, or are will- 
ing to buy, both insurance and lottery 
tickets; (5) lotteries typically have more 
than one prize. 

These particular statements are se- 
lected not because they are the most im- 
portant in and of themselves but because 
they are convenient to handle and the re- 
strictions imposed to rationalize them 
turn out to be sufficient to rationalize all 
the behavior described in section 2. 

It is obvious from Figure 1 and our dis- 
cussion of it that if the utility function 
were everywhere convex from above (for 
utility functions with a continuous deriv- 
ative, if the marginal utility of money 
does not increase for any income), the 
consumer unit, on our hypothesis, would 
be willing to enter into any fair insur- 
ance plan but would be unwilling to pay 
anything in excess of the actuarial value 
for any gamble. If the utility function 
were everywhere concave from above 
(for functions with a continuous deriva- 
tive, if the marginal utility of money 
does not diminish for any income), the 
consumer unit would be willing to enter 
into any fair gamble but would be un- 
willing to pay anything in excess of the 
actuarial value for insurance against any 
risk. 

It follows that our hypothesis can ra- 
tionalize statement 2, the purchase of in- 
surance by low-income consumer units, 


only if the utility functions of the corre- 
sponding units are not everywhere con- 
cave from above; that it can rationalize 
statement 3, the purchase of lottery tick- 
ets by low-income consumer units, only 
if the utility functions of the correspond- 
ing units are not everywhere convex 
from above; and that it can rationalize 
statement 4, the purchase of both insur- 
ance and lottery tickets by low-income 
consumer units, only if the utility func- 
tions of the corresponding units are 
neither everywhere concave from abo 
nor everywhere convex from above. 

The simplest utility function (with a 
continuous derivative) that can rational- 
ize all three statements simultaneously is 
one that has a segment convex from 
above followed by a segment concave 
from above and no other segments.”® The 
convex segment must precede the con- 
cave segment because of the kind of in- 
surance and of gambling the low-income 
consumer units are said to engage in: a 
chord from the existing income to a lower 
income must be below the utility func- 
tion to rationalize the purchase of insur- 
ance against the risk of loss; a chord 
from the immediate neighborhood of the 
existing income to a higher income must 
be above the utility function at the exist- 
ing income to rationalize the purchase 
for a small sum of a small chance of a 
large gain.*° 

Figure 2 illustrates a utility function 
satisfying these requirements. Let this 
utility function be for a low-income con- 

» A kink or a jump in the utility function could 
rationalize either the gambling or the insurance. For 
example, the utility function could be composed of 
two convex or two concave segments joined in a 
kink. There is no essential loss in generality in 
neglecting such cases, as we shall do from here on, 


since one can always think of rounding the kink ever 
so slightly. 

3° If there are more than two segments and a con- 
tinuous derivative, a convex segment necessarily 
precedes a concave segment. 
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sumer unit whose current income is in the 
initial convex segment, say at the point 
designated J*. If some risk should arise 
of incurring a loss, the consumer unit 
would clearly (on our hypothesis) be 
willing to insure against the loss (if it did 
not have to pay too much “loading’’) 
since a chord from the utility curve at 7* 
to the utility curve at the lower income 
that would be the consequence of the ac- 
tual occurrence of the loss would every- 
where be below the utility function. The 
consumer unit would not be willing to 
engage in small gambling. But suppose it 
is offered a fair gamble of the kind rep- 
resented by a lottery involving a small 
chance of winning a relatively large sum 
equal to 7, — 7* and a large chance of 
losing a relatively small sum equal to 
]* — J,. The consumer unit would clear- 
ly prefer the gamble, since the expected 
utility (7*G) is greater than the utility of 
I*. Indeed it would be willing to pay any 
premium up to J* — J for the privilege 
of gambling; that is, even if the expected 
value of the gamble were almost as low 
as J, it would accept the gamble in pref- 
erence to a certainty of receiving 7*. The 
utility curve in Figure 2 is therefore 
clearly consistent with statements 2, 3, 
and 4. 

These statements refer solely to the 
behavior of relatively low-income con- 
sumer units. It is tempting to seek to re- 
strict further the shape of the utility 
function, and to test the restrictions so 
far imposed, by appealing to casual ob- 
servation of the behavior of relatively 
high-income consumer units.** It does 

“For example, a high-income consumer unit 
that had a utility function like that in Fig. 2 and a 
current income of 7, would be willing to participate 
ina wide variety of gambling, including the purchase 
of lottery tickets; it would be unwilling to insure 
against losses that had a small expected value (i.e., 
involved payment of a small premium) though it 
might be willing to insure against losses that had 
a large expected value. Consequently, unwillingness 





not seem desirable to do so, however, for 
two major reasons: (1) it is far more dif- 
ficult to accumulate reliable information 
about the behavior of relatively high- 
income consumer units than about the 
behavior of the more numerous low- 
income units; (2) perhaps even more im- 
portant, the progressive income tax so 
affects the terms under which the rela- 
tively high-income consumer units pur- 
chase insurance or gamble as to make 


Urarry (u) 
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Fic. 2.—Illustration of utility function consist- 
ent with willingness of a low-income consumer 
unit both to purchase insurance and to gamble. 


evidence on their behavior hard to inter- 
pret for our purposes.” Therefore, in- 


of relatively high-income consumer units to purchase 
lottery tickets, or willingness to purchase low- 
premium insurance, would contradict the utility 
function of Fig. 2 and require the imposition of 
further restrictions. 

3 The effect of the income tax, already referred 
to in n. 16 above, depends greatly on the specific 
provisions of the tax law and of the insurance or 
gambling plan. For example, if an uninsured loss is 
deductible in computing taxable income (as is loss 
of an owned home by fire under the federal income 
tax) while the premium for insuring against the 
loss is not (as a fire-insurance premium on an owned 
home is not), the expected value of the loss is less to 
the consumer unit than to the firm selling insurance. 
A premium equal to the actuarial value of the loss to 
the insurance company then exceeds the actuarial 
value of the loss to the consumer unit. That is, the 
government in effect pays part of the loss but none 
of the premium. On the other hand, if the premium 
is deductible (as a health-insurance premium may 
be), while an uninsured loss is not (as the excess of 
medical bills over $2,500 for a family is not), the net 
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stead of using observations about the be- 
havior of relatively high-income con- 
sumer units, we shall seek to learn more 
about the upper end of the curve by 
using statement 5, the tendency for lot- 
teries to have more than one prize. 

In order to determine the implications 
of this statement for the utility function, 
we must investigate briefly the econom- 
ics of lotteries. Consider an entrepreneur 
conducting a lottery and seeking to maxi- 
mize his income from it. For simplicity, 
suppose that he conducts the lottery by 
deciding in advance the number of tick- 
ets to offer and then auctioning them off 
at the highest price he can get.** Aside 
from advertising and the like, the vari- 
ables at his disposal are the terms of the 
lottery: the number of tickets to sell, the 
total amount to offer as prizes (which to- 
gether, of course, determine the actuarial 
value of a ticket), and the structure of 
prizes to offer. For any given values of 


premium to the consumer unit is less than the 
premium received by the insurance company. Simi- 
larly, gambling gains in excess of gambling losses are 
taxable under the federal income tax, while gam- 
bling losses in excess of gambling gains are not de- 
ductible. The special treatment of capital gains and 
losses under the existing United States federal in- 
come tax adds still further complications. 

Even if both the premium and the uninsured loss 
are deductible, or a gain taxable and the correspond- 
ing loss deductible, the income tax may change the 
terms because of the progressive rates. The tax- 
saving from a large loss may be a smaller fraction of 
the loss than the tax payable on the gain is of the 
gain. 

These comments clearly apply not only to in- 
surance and gambling proper but also to other eco- 
nomic decisions involving risk—the purchase of 
securities, choice of occupation or business, etc. The 
neglect of these considerations has frequently led to 
the erroneous belief that a progressive income tax 
does not affect the allocation of resources and is in 
this way fundamentally different from excise taxes. 


33 This was, in fact, the way in which the British 
government conducted many of its official lotteries. 
It frequently auctioned off the tickets to lottery 
dealers, who served as the means of distributing the 
tickets to the public (see Ewen, op. cit., pp. 234-40). 
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the first two, the optimum structure of 
prizes is clearly that which maximizes the 
price he can get per ticket or, what is the 
same thing, the excess of the price of a 
ticket over its actuarial value—the “load- 
ing”’ per ticket. 

In the discussion of Figure 2, it was 
noted that J* — J was the maximum 
amount in excess of the actuarial value 
that the corresponding consumer unit 
would pay for a gamble involving a 
chance (1 — a) of winning J, — J* anda 
chance a of losing J* — J,. This gamble 
is equivalent to a lottery offering a chance 
(1 — a) of a prize J, — J, in return for 
the purchase of a ticket at a price of 
I* — I,, the chance of winning the prize 
being such that J — J, is the actuarial 
worth of a ticket (i.e., is equal to [1 — a] 
X [J, —J,]). If the consumer unit won the 
prize, its net winnings would be J, — J*, 
since it would have to subtract the cost 
of the ticket from the gross prize. The 
problem of the entrepreneur, then, is to 
choose the structure of prizes that will 
maximize J* — J for a given actuarial 
value of a ticket, that is, for a given value 
of J — J,. Changes in the structure of 
prizes involve changes in J, —J,. If 
there is a single prize, J, — J, is equal to 
the total amount to be distributed 
([1 — a] is equal to the reciprocal of the 
number of tickets). If there are two equal 
prizes, J, — J, is cut in half ({1 — a] is 
then equal to twice the reciprocal of the 
number of tickets). Suppose Figure 2 re- 
ferred to this latter situation in which 
there were two equal prizes, 7* on the 
diagram designating both the current in- 
come of the consumer unit and the in- 
come equivalent to the lottery. If the 
price and actuarial worth of the ticket 
were kept unchanged, but a single prize 
was substituted for the two prizes (and 
[1 — a] correspondingly reduced), the 
gamble would clearly become more at- 
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tractive to the consumer unit. 7, would 
move to the right, the chord connecting 
U(I,) and U(I,) would rotate upward, U 
would increase, and the consumer unit 
would be paying less than the maximum 
amount it was willing to pay. The price 
of the ticket could accordingly be in- 
creased; that is, J,, 7, and J, could be 
moved to the left until the 7* for the new 
gamble were equal to the consumer unit’s 
current income (the J* for the old 
gamble). The optimum structure of 
prizes clearly consists therefore of a 
single prize, since this makes J, — J; as 
large as possible. 
, Statement 5, that lotteries typically 
have more than one prize, is therefore in- 
consistent with the utility function of 
Figure 2. This additional fact can be ra- 
tionalized by terminating the utility 
curve with a suitable convex segment. 
This yields a utility curve like that drawn 





in Figure 3. With such a utility curve, 
I* — I would be a maximum at the point 
at which a chord from U(J,) was tangent 
to the utility curve, and a larger prize 

uld yield a smaller value of J* — 7.54 
[s utility curve like that drawn in Fig- 


4 An additional convex segment guarantees that 
there will always exist current incomes of the con- 
sumer unit for which (a) attractive gambles exist and 
(6) the optimum prize for attractive gambles has a 
maximum. It does not guarantee that 5 will be true 
for every income for which attractive gambles exist. 
The condition on the current income that attractive 
gambles exist is that the tangent to the utility 
curve at the current income be below the utility 
curve for some income (this argument, like many in 
later technical footnotes, holds not only for the 
utility function of Fig. 3 but for any differentiable 
utility function). A single prize will be the optimum, 
no matter what the amount distributed in prizes or 
the fixed actuarial worth of the prize if, and only if, 
every chord from the utility curve at the current in- 
come to the utility of a higher income is everywhere 
above the utility curve. A particular, and somewhat 
interesting, class of utility functions for which 6 will 
be true for every income for which a is true is the 
class for which utility approaches a finite limit as 
income increases. 
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the five statements listed at the outset of 


ure 3 is the simplest one consistent with ) 
this section. 


5. A DIGRESSION 


It seems well to digress at this point to 
consider two questions that, while not 
strictly relevant to our main theme, are 
likely to occur to many readers: first, is 
not the hypothesis patently unrealistic; 
second, can any plausible interpretation 
be given to the rather peculiar utility 
function of Figure 3? 


Urarry (U) 
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Fic. 3.—Illustration of typical shape of utility 
curve. 


@) THE DESCRIPTIVE “REALISM” OF 
THE HYPOTHESIS 

An objection to the hypothesis just 
presented that is likely to be raised by 
many, if not most, readers is that it con- 
flicts with the way human beings ac- 
tually behave and choose. Is it not pat- 
ently unrealistic to suppose that individ- 
uals consult a wiggly utility curve before 
gambling or buying insurance, that they 
know the odds involved in the gambles or 
insurance plans open to them, that they 
can compute the expected utility of a 
gamble or insurance plan, and that they 
base their decision on the size of the 
expected utility? 

While entirely natural and under- 
standable, this objection is not strictly 
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relevant. The hypothesis does not assert 
that individuals explicitly or consciously 
calculate and compare expected utilities. 
Indeed, it is not at all clear what such an 
assertion would mean or how it could be 
tested. The hypothesis asserts rather 
that, in making a particular class of deci- 
sions, individuals behave as if they cal- 
culated and compared expected utility 
and as if they knew the odds. ‘The valid- 
ity of this assertion does not depend on 
whether individuals know the precise 
odds, much less on whether they say that 
they calculate and compare expected 
utilities or think that they do, or whether 
it appears to others that they do, or 
whether psychologists can uncover any 
evidence that they do, but solely on 
whether it yields sufficiently accurate 
predictions about the class of decisions 
with which the hypothesis deals. Stated 
differently, the test by results is the only 
possible method of determining whether 
the as if statement is or is not a suffi- 
ciently good approximation to reality for 
the purpose at hand. 

A simple example may help to clarify 
the point at issue. Consider the problem 
of predicting, before each shot, the direc- 
tion of travel of a billiard ball hit by an 
expert billiard player. It would be pos- 
sible to construct one or more mathe- 
matical formulas that would give the di- 
rections of travel that would score points 
and, among these, would indicate the one 
(or more) that would leave the balls in 
the best positions. The formulas might, 
of course, be extremely complicated, 
since they would necessarily take ac- 
count of the location of the balls in rela- 
tion to one another and to the cushions 
and of the complicated phenomena in- 
troduced by “english.”’ Nonetheless, it 
seems not at all unreasonable that excel- 
lent predictions would be yielded by the 
hypothesis that the billiard player made 
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his shots as if he knew the formulas, 
could estimate accurately by eye the 
angles, etc., describing the location of the 
balls, could make lightning calculations 
from the formulas, and could then make 
the ball travel in the direction indicated 
by the formulas. It would in no way dis- 
prove or contradict the hypothesis, or 
weaken our confidence in it, if it should 
turn out that the billiard player had 
never studied any branch of mathematics 
and was utterly incapable of making the 
necessary calculations: unless he was ca- 
pable in some way of reaching approxi- 
mately the same result as that obtained 
from the formulas, he would not in fact 
be likely to be an expert billiard player. 

The same considerations are relevant 
to our utility hypothesis. Whatever the 
psychological mechanism whereby indi- 
viduals make choices, these choices ap- 
pear to display some consistency, which 
can apparently be described by our util- 
ity hypothesis. This hypothesis enables 
predictions to be made about phenomena 
on which there is not yet reliable evi- 
dence. The hypothesis cannot be de- 
clared invalid for a particular class of be- 
havior until a prediction about that class 
proves false. No other test of its validity 
is decisive. 


b) A POSSIBLE INTERPRETATION OF 
THE UTILITY FUNCTION 

A possible ‘interpretation of the utility 
function of Figure 3 is to regard the two 
convex segments as corresponding to 
qualitatively different socioeconomic 
levels, and the concave segment to the 
transition between the two levels. On this 
interpretation, increases in income that 
raise the relative position of the con- 
sumer unit in its own class but do not 
shift the unit out of its class yield di- 
minishing marginal utility, while in- 
creases that shift it into a new class, that 





THE UTILITY ANALYSIS OF CHOICES INVOLVING RISK 


give it a new social and economic status, 
yield increasing marginal utility. An 
unskilled worker may prefer the cer- 
tainty of an income about the same as 
that of the majority of unskilled workers 
to an actuarially fair gamble that at best 
would make him one of the most pros- 
perous unskilled workers and at worst 
one of the least prosperous. Yet he may 
jump at an actuarially fair gamble that 
offers a small chance of lifting him out of 
the class of unskilled workers and into 
the “middle” or “upper” class, even 
though it is far more likely than the pre- 
ceding gamble to make him one of the 
least prosperous unskilled workers. Men 
will and do take great risks to distinguish 
themselves, even when they know what 
the risks are. May not the concave seg- 
ment of the utility curve of Figure 3 
translate the economic counterpart of 
this phenomenon appropriately? 

A number of additions to the hypothe- 
sis are suggested by this interpretation. 
In the first place, may there not be more 
than two qualitatively distinguishable 
socioeconomic classes? If so, might not 
each be reflected by a convex segment in 
the utility function? At the moment, 
there seems to be no observed behavior 
that requires the introduction of addi- 
tional convex segments, so it seems unde- 
sirable and unnecessary to complicate 
the hypothesis further. It may well be, 
however, that it will be necessary to add 
such segments to account for behavior 
revealed by further empirical evidence. 
In the second place, if different segments 
of the curve correspond to different socio- 
economic classes, should not the dividing 
points between the segments occur at 
roughly the same income for different 
consumer units in the same community? 
If they did, the fruitfulness of the hy- 
pothesis would be greatly extended. Not 
only could the general shape of the utility 
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function be supposed typical; so also 
could the actual income separating the 
various segments. The initial convex seg- 
ment could be described as applicable to 
“relatively low-income consumer units” 
and the terminal convex segment as ap- 
plicable to “relatively high-income con- 
sumer units”; and the groups so desig- 
nated could be identified by the actual 
income or wealth of different consumer 
units. 

Interpreting the different segments of 
the curve as corresponding to different 
socioeconomic classes would, of course, 
still permit wide variation among con- 
sumer units in the exact shape and height 
of the curve. In addition, it would not be 
necessary to suppose anything more than 
rough similarity in the location of the 
incomes separating the various segments. 
Different socioeconomic classes are not 
sharply demarcated from one another; 
each merges into the next by impercep- 
tible gradations (which, of course, ac- 
counts for the income range encompassed 
by the concave segment); and the gen- 
erally accepted dividing line between 
classes will vary from time to time, place 
to place, and consumer unit to consumer 
unit. Finally, it is not necessary that 
every consumer unit have a utility curve 
like that in Figure 3. Some may be in- 
veterate gamblers; others, inveterately 
cautious. It is enough that many con- 
sumer units have such a utility curve. 


6. FURTHER IMPLICATIONS OF HYPOTHESIS 


To return to our main theme, we have 
two tasks yet to perform: first, to show 
that the utility function of Figure 3 is 
consistent with those features of the be- 
havior described in section 2 not used in 
deriving it; second, to suggest additional 
implications of the hypothesis capable of 
providing a test of it. 

The chief generalization of section 2 
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not so far used is that people must in gen- 
eral be paid a premium to induce them to 
bear moderate risks instead of either 
small or large risks. Is this generalization 
consistent with the utility function of 
Figure 3? 

It clearly is for a consumer unit whose 
income places it in the initial convex seg- 
ment. Such a relatively low-income con- 
sumer unit will be willing to pay some- 
thing more than the actuarial value for 
insurance against any kind of risk that 
may arise; it will be averse to small fair 
gambles; it may be averse to all fair 
gambles; if not, it will be attracted by 
fair gambles that offer a small chance of a 
- large gain; the attractiveness of such 
gambles, with a given possible loss and 
actuarial value, will initially increase as 
the size of the possible gain increases and 
wil] eventually decrease.*s Such con- 


3s The willingness of a consumer unit in the 
initia] convex segment to pay something more than 
the actuarial value for insurance against any kind 
of risk follows from the fact that a chord connecting 
the utility of its current income with the utility of 
any lower income to which it might be reduced by 
the risk in question will everywhere be below the 
utility curve. The expected utility is therefore less 
than the utility of the expected income. 

To analyze the reaction of such a consumer unit 
to different gambles, consider the limiting case in 
which the gamble is fair, i.e., J = Z,. J then is both 
the expected income of the consumer unit if it takes 
the gamble and its actual income if it does not (i.e., 
its current income). The possible gains (and associ- 
ated probabilities) that will be attractive to the unit 
for a given value of /; (i.e., a given possible loss) 
can be determined by drawing a straight line 
through U(/,) and U(/). All values of J, > J for 
which U(J,) is greater than the ordinate of the ex- 
tended straight line will be attractive; no others 
will be. 

Since J is assumed to be in the first convex seg- 
ment, there will always exist some values of J, > J 
for which U(J,) is less than the ordinate of the 
extended straight line. This is the basis for the state- 
ment that the consumer unit will be averse to small 
gambles. 

Consider the line that touches the curve at only 
two points and is nowhere below the utility curve. 
Call the income at the first of the points at which 
it touches the curve, which may be the lowest pos- 
sible income, 7’, and the income at the second 
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sumer units therefore prefer either cer- 
tainty or a risk that offers a small chance 
of a large gain to a risk that offers the 
possibility of moderate gains or losses. 
They will therefore have to be paid a 
premium to induce them to undertake 
such moderate risks. 

The generalization is clearly false for a 
consumer unit whose income places it in 
the concave segment. Such an “inter- 
mediate-income” consumer unit will be 
attracted by every small fair gamble; it 
may be attracted by every fair gamble; it 
may be averse to all fair insurance; if 
not, it will be attracted by insurance 
against relatively large losses.*° Such con- 
sumer units will therefore be willing to 
pay a premium in order to assume mod- 
erate risks. 


point, 7”. The consumer unit will be averse to all 
gambles if its income (J. = J) is equal to or less 
than J’. This follows from the fact that a tangent to 
the curve at J will then be steeper than the “double 
tangent” and will intersect the latter prior to 1’; 
achord from J to a lower income will be even steeper. 
This is the basis for the statement that the consumer 
unit may be averse to all gambles. 

If the income is above J’, there will always be 
some attractive gambles. These will offer a small 
chance of a large gain. The statement about the 
changing attractiveness of the gamble as the size of 
the possible gain changes follows from the analysis 
in sec. 4 of the conditions under which it would be 
advantageous to have a single prize in a iottery. 


3 Consider the tangent to the utility curve at the 
income the consumer unit would have if it did not 
take the gamble (J = /,). If this income is in the 
concave section, the tangent will be below the utii- 
ity curve at least for an interval of incomes sur- 
rounding J. A chord connecting any two points of 
the utility curve on opposite sides of 7 and within 
this interval will always be above the utility curve 
at J (i.e., the expected utility will be above the 
utility of the expected income), so these gambles 
will be attractive. The tangent may lie below the 
utility curve for all incomes. In this case, every fair 
gamble will be attractive. The unit will be averse to 
insuring against a loss, whatever the chance of its 
occurring, if a chord from the current income to the 
lower income to which it would be reduced by the 
loss is everywhere above the utility curve. This will 
surely be true for small losses and may be true for 
all possible losses. 
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The generalization is partly true, 
partly false, for a consumer unit whose 
income places it in the terminal convex 
segment. Such a relatively high-income 
consumer unit will be willing to insure 
against any small possible loss and may 
be attracted to every fair insurance 
plan; the only insurance plans it may be 
averse to are plans involving rather large 
losses; it may be averse to all fair 
gambles; if not, it will be attracted by 
gambles that involve a reasonably sure, 
though fairly small, gain, with a small 
possibility of a sizable loss; it will be 
averse to gambles of the lottery variety.37 
These consumer units therefore prefer 
certainty to moderate risks; in this re- 
spect they conform to the generalization. 
However, they may prefer moderate 
risks to extreme risks, though these ad- 
jectives hardly suffice to characterize the 
rather complex pattern of risk prefer- 
ences implied for high-income consumer 
units by a utility curve like that of Fig- 
ure 3. Nonetheless, in this respect the 
implied behavior of the high-income con- 
sumer units is either neutral or contrary 
to the generalization. 

Our hypothesis does not therefore lead 
inevitably to a rate of return higher to 
uses of resources involving moderate risk 
than to uses involving little or much 
risk. It leads to a rate of return higher for 
uses involving moderate risk than for 
uses involving little risk only if consumer 
units in the two convex segments out- 
weigh in importance, for the resource use 
in question, consumer units in the con- 
cave segment.** Similarly, it leads to a 


_ 47 These statements follow directly from con- 
siderations like those in the two preceding footnotes. 


“This statement is deliberately vague. The 
actual relative rates of return will depend not only 
on the conditions of demand for risks of different 
kinds but also on the conditions of supply, and 
both would have to be taken into account in a 
comprehensive statement. 
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rate of return higher for uses involving 
moderate risk than for uses ‘~volving 
much risk only if consumer units in the 
initial convex segment outweigh in im- 
portance consumer units in both the con- 
cave and the terminal convex segments— 
though this may be a more stringent con- 
dition than is necessary in view of the 
uncertainty about the exact role of con- 
sumer units in the terminal convex seg- 
ment. 

This relative distribution of consumer 
units among the various segments could 
be considered an additional restriction 
that would have to be imposed to ration- 
alize the alleged higher rate of return to 
moderately risky uses of resources. It is 
not clear, however, that it need be so con- 
sidered, since there are two independent 
lines of reasoning that, taken together, 
establish something of a presumption 
that relatively few consumer units are in 
the concave segment. 

One line of reasoning is based on the 
interpretation of the utility function sug- 
gested in section 56 above. If the concave 
segment is a border line between two 
qualitatively different social classes, one 
would expect relatively few consumer 
units to be between the two classes. 

The other line of reasoning is based on 
the implications of the hypothesis for the 
relative stability of the economic status 
of consumer units in the different seg- 
ments. Units in the intermediate seg- 
ment are tempted by every small gamble 
and at least some large ones. If oppor- 
tunities are available, they will be con- 
tinually subjecting themselves to risk. In 
consequence, they are likely to move out 
of the segment; upwards, if they are 
lucky; downwards, if they are not. Con- 
sumer units in the two convex segments, 
on the other hand, are less likely to move 
into the intermediate segment. The 
gambles that units in the initial segment 
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accept will rarely pay off and, when they 
do, are likely to shift them all the way 
into the terminal convex segment. The 
gambles that units in the terminal seg- 
ment accept will rarely involve losses 
and, when they do, may shift them all the 
way into the lower segment. Under these 
conditions, maintenance of a stable dis- 
tribution of the population among the 
three segments would require that the 
two convex segments contain many more 
individuals than the concave segment. 
These considerations, while persuasive, 
are not, of course, conclusive. Opportu- 
nities to assume risks may not exist. More 
important, the status of consumer units 
is determined not alone by the outcome of 
risks deliberately assumed but also by 
random events over which they cannot 
choose and have no control; and it is con- 
ceivable that these random events might 
be distributed in such a way that their 
main effect was to multiply the number 
in the concave segment. 

The absolute number of persons in the 
various segments will count most for 
choices among the uses of human re- 
sources; wealth will count most for 
choices among uses of nonhuman re- 
sources.*? In consequence, one might ex- 
pect that the premium for bearing mod- 
erate risks instead of large risks would be 
greater for occupations than for invest- 
ments. Indeed, for investments, the dif- 
ferential might in some cases be reversed, 
since the relatively high-income con- 
sumer units (those in the terminal seg- 
ment) count for more in wealth than in 
numbers and they may prefer moderate 
to extreme risks. 


3 This distinction requires qualification because 
of the need for capital to enter some types of occu- 
pations and the consequent existence of “noncom- 
peting groups”; see Milton Friedman and Simon 
Kuznets, Income from Independent Professional 
Practice (New York: National Bureau of Economic 
Research, 1945), chap. iii, sec. 3; chap. iv, sec. 2. 
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In judging the implications of our hy- 
pothesis for the market as a whole, we 
have found it necessary to consider sepa- 
rately its implications for different in- 
come groups. These offer additional pos- 
sibilities of empirical test. Perhaps the 
most fruitful source of data would be the 
investment policies of different income 
groups. 

It was noted in section 2 that, al- 
though many persons with low incomes 
are apparently willing to buy extremely 
speculative stocks, the low-income group 
receives the bulk of its property income 
in the form of interest and rents. These 
observations are clearly consistent with 
our hypothesis. Relatively high-income 
groups might be expected, on our hy- 
pothesis, to prefer bonds and relatively 
safe stocks. They might be expected to 
avoid the more speculative common 
stocks but to be attracted to higher- 
grade preferred stocks, which pay a 
higher nominal rate of return than high- 
grade bonds to compensate for a small 
risk of capital loss. Intermediate income 
groups might be expected to hold rela- 
tively large shares of their assets in mod- 
erately speculative common stocks and 
to furnish a disproportionate fraction of 
entrepreneurs. 

Of course, any empirical study along 
these lines will have to take into account, 
as noted above, the effect of the progres- 
sive income tax in modifying the terms of 
investment. The current United States 
federal income tax has conflicting effects: 
the progressive rates discourage risky in- 
vestments; the favored treatment of cap- 
ital gains encourages them. In addition, 
such a study will have to consider the 
risk of investments as a group, rather 
than of individual investments, since the 
rich may be in a position to “average” 
risks. 

Another implication referred to above 
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that may be susceptible of empirical test, 
and the last one we shall cite, is the im- 
plied difference in the stability of the rel- 
ative income status of various economic 
groups. The unattractiveness of small 
risks to both high- and low-income con- 
sumer units would tend to give them a 
relatively stable status. By contrast, sup- 
pose the utility curve had no terminal 
convex segment but was like the curve of 
Figure 2. Low-income consumer units 
would still have a relatively stable status: 
their willingness to take gambles at long 
odds would pay off too seldom to shift 
many from one class to another. High- 
income consumer units would not. They 
would then take almost any gamble, and 
those who had high incomes today al- 
most certainly would not have high in- 
comes tomorrow. The average period 
from “shirt sleeves to shirt sleeves” 
would be far shorter than “three genera- 
tions.” *° Unlike the other two groups, the 
middle-income class might be expected 
to display considerable instability of rela- 
tive income status.” 


7. CONCLUSION 


A plausible generalization of the avail- 
able empirical evidence on! the behavior 
fof consumer units in choosing among al- 


« We did not use the absence of such instability 
to derive the upper convex segment because of the 
difficulty of allowing for the effect of the income tax. 


“ The existing data on stability of relative in- 
come status are too meager to contradict or to con- 
firm this implication. In their study of professional 
incomes Friedman and Kuznets found that relative 
income status was about equally stable at all income 
levels. However, this study is hardly relevant, since 
it was for homogeneous occupational groups that 
would tend to fall in a single one of the classes con- 
sidered here. Mendershausen’s analysis along similar 
lines for family incomes in 1929 and 1933 is incon- 
clusive. See Friedman and Kuznets, op. cit., chap 
vii; Horst Mendershausen, Changes in Income 
Distribution during the Great Depression (New York: 
National Bureau of Economic Research, 1946), 
chap. iii. 
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ternatives open to them is provided by 
the hypothesis that a consumer unit 
(generally a family, sometimes an indi- 
vidual) behaves as if 


1. It had a consistent set of preferences; 

2. These preferences could be completely de- 
scribed by attaching a numerical] value—to 
be designated “‘utility”—to alternatives each 
of which is regarded as certain; 

. The consumer unit chose among alternatives 
not involving risk that one which has the 
largest utility; 

. It chose among alternatives involving risk 
that one for which the expected utility (as 
contrasted with the utility of the expected 
income) is largest; 

. The function describing the utility of money 
income had in general the following proper- 
ties: 

a) Utility rises with income, i.e., marginal 

utility of money income everywhere 
positive; 
It is convex from above below some in- 
come, concave between that income and 
some larger income, and convex for all 
higher incomes, i.e., diminishing marginal 
utility of money income for incomes be- 
low some income, increasing marginal 
utility of money income for incomes be- 
tween that income and some larger in- 
come, and diminishing marginal utility of 
money income for all higher incomes; 

. Most consumer units tend to have incomes 
that place them in the segments of the utility 
function for which marginal utility of money 
income diminishes.\ 


Points 1, 2, 3, and 5a of this hypothesis 
are implicit in the orthodox theory of 
choice; point 4 is an ancient idea recently 
revived and given new content by von 
Neumann and Morgenstern; and points 
56 and 6 are the consequence of the at- 
tempt in this paper to use this idea to 
rationalize existing knowledge about the 
choices people make among alternatives 
involving risk. 

Point 56 is inferred from the following 
phenomena: (a) low-income consumer 
units buy, or are willing to buy, insur- 
ance; (6) low-income consumer units 
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buy, or are willing to buy, lottery tickets; 
(c) many consumer units buy, or are will- 
ing to buy, both insurance and lottery 
tickets; (d) lotteries typically have more 
than one prize. These statements are 
taken as a summary of the essential fea- 
tures of observed behavior not because 
they are the most important features in 
and of themselves but because they are 
convenient to handle and the restrictions 
imposed to rationalize them turn out to 
be sufficient to rationalize all the be- 
havior described in section 2 of this 
paper. 

A possible interpretation of the vari- 
ous segments of the utility curve speci- 
fied in 5 is that the segments of dimin- 
ishing marginal utility correspond to so- 
cioeconomic classes, the segment of in- 
creasing marginal utility to a transitional 
stage between a lower and a higher socio- 
economic class. On this interpretation 
the boundaries of the segments should be 
roughly similar for different people in the 
same community; and this is one of sev- 
eral independent lines of reasoning lead- 
ing to point 6. 

This hypothesis has implications for 
behavior, in addition to those used in de- 
riving it, that are capable of being con- 
tradicted by observable data. In particu- 
lar, the fundamental supposition that a 
single utility curve can generalize both 
riskless choices and choices involving 
risk would be contradicted if (a) individ- 
uals were observed to choose the larger of 


two certain incomes offered to them but 
(d) individuals were willing to pay more 
than the largest possible gain for the 
privilege of bearing risk./The supposition 
that individuals seek to maximize ex- 
pected utility would be contradicted if 
individuals’ reactions to complicated 
gambles could not be inferred from their 
reactions to simple ones,\The particular 
shape of the utility curve specified in 5) 
would be contradicted by any of a large 
number of observations, for example, (a) 
general willingness of individuals, what- 
ever their income, who buy insurance 
against small risks to enter into small 
fair gambles under circumstances under 
which they are not also buying “enter- 
tainment,”’ (b) the converse of a, namely 
an unwillingness to engage in small fair 
gambles by individuals who are not will- 
ing to buy fair insurance against small 
risks, (c) a higher average rate of return 
to uses of resources involving little risk 
than to uses involving a moderate 
amount of risk when other things are the 
same, (d) a concentration of investment 
portfolios of relatively low-income groups 
on speculative (but not highly specula- 
tive) investments or of relatively high- 
income groups on either moderately or 
highly speculative investments, (¢) great 
instability in the relative income status 
of high-income groups or of low-income 
groups as a consequence of a propensity 
to engage in speculative activities. 
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LIBERALISM IN THE MODERN STATE: THE 
PHILOSOPHY OF HENRY SIMONS 


CHARLES OSCAR HARDY 


ENRY SIMONS’ published work 
H consisted chiefly of reviews and 
articles, and most of it was com- 
pressed into the space of little more than 
a decade (1934-46). It was devoted to 
two topics: the essentials of a successful 
free economic system (which he deemed 
to be also the prerequisites of personal 
and political freedom) and contributions 
to the theory and practice of taxation. 
The volume here discussed" brings to- 
gether thirteen of his papers in the first of 
these fields; a paper on federal tax reform 
is promised for early publication. In the 
nature of the case the collection lacks the 
systematic character of a book. There are 
numerous repetitions, and the author’s 
views on many topics must be pieced 
together from scattered references. But 
there are surprisingly few inconsisten- 
cies or recantations; the framework of 
thought was made clear in the earliest 
paper, and the growth was in power of 
exposition rather than in depth of 
thought. 


THE FUNCTIONS OF GOVERNMENT 


With reference to Professor Simons’ 
position in American economics I can do 
no better than to indorse the judicious 
tribute of Aaron Director, published as 
the prefactory note to the volume. As 
Professor Director points out, all Simons’ 
work was aimed at providing a respect- 
able modernized foundation for the nine- 
teenth-century faith in freedom and 


*Henry C. Simons, Economic Policy for a Free 
Society. Chicago: University of Chicago Press. 
Pp. ix+353. $3.75. 


equality. The central message is in the 
title of the earliest paper here reprinted 
—‘A Positive Program for Laissez 
Faire’”—for to Simons laissez faire was 
not a negative injunction. It did not 
mean a weak government “keeping hands 
off” but a strong government with a 
positive forward-looking program. This 
program would be designed to preserve 
the values of a simple unregulated mar- 
ket system for allocating resources to 
competing uses (but not for allocating 
income finally to the factors of produc- 
tion) in a society where certain powerful 
forces are constantly working in the di- 
rection of private monopoly and others 
in the direction of “‘promiscuous inter- 
vention, innocent or plausible in detail 
and revolutionary in total.” Simons was 
able to distinguish sharply between the 
values of economic liberalism (in other 
words a free market, as a guide to the 
allocation of resources) and the weakness 
of nineteenth-century political liberalism 
in the implementation of those values. 

In highly theoretical economics the 
years of Simons’ intellectual youth were 
those of a lost generation. The statistical 
movement, spearheaded by Persons and 
Snyder, and the institutionalist schools 
of Veblen and Hamilton agreed in their 
disparagement of close abstract reason- 
ing, especially as exemplified in neo- 
classical economics. It was not until the 
middle thirties, under the inspiration of 
Keynes, that skill in abstraction once 
more became an objective of economic 
training. Between them the statisticians 
and the institutionalists directed the 
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interest of four academic generations 
into the portrayal of current institutional 
practice, the one through reduction of 
economic life to statistical tables and 
charts, the other through historical- 
sociological description. The statistical 
schools’ end product was business fore- 
casting; the institutionalists’ a pattern 
of sociological appraisal of economic 
institutions which was strongly egali- 
tarian. Simons was influenced by the 
latter but not by the former. He was 
neither a producer nor a consumer of 
statistics, but in his championship of the 
underdog he was no less vigorous than 
the New Republicans and institutional- 
ists of the twenties. Where he differed 
was in his refusal to incorporate an 
equalitarian bias into the organization of 
the productive process; for him equality 
was a separate value to be superimposed 
on the exchange-directed process by 
direct taxation of high incomes and 
public supplementation of low incomes. 

Drawing inspiration from Fred M. 
Taylor and Frank Knight, Simons re- 
fused to go along with the current repudi- 
ation of the old liberalism and slowly 
matured the fundamentals of a system 
which would salvage the essentials of the 
nineteenth-century classical analysis and 
adapt them to the solution of problems 
for which laissez faire politics had offered 
no solution. He did not share the faith of 
the fathers that that government is best 
which governs least, largely because he 
saw that only through the exercise of a 
governmental monopoly of force can a 
network of privately organized monopo- 
lies be prevented from devitalizing the 
free market. But he was equally con- 
scious of the danger that a powerful 
democratic state will be impelled by 
minority pressures to sanction and to 
promote all sorts of interferences with 
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the operation of the market which will 
divert effort from the fields where they 
yield the maximum product, as tested 
by market demand. 

A major function of government, 
therefore, in the Simons scheme, is the 
preservation of the results of laissez faire 
without its forms. Its task is positive— 
to outlaw all monopoly except its own. 
His government is not satisfied to break 
up cartels and other private monopolies: 
“There must be wholesale sacrifice of the 
merely private economies of size in sell- 
ing and advertising. ... Markets now 
barred by the prestige of big names, by 
national advertising, by vast selling and 
distributing organizations, and by the 
uninformed consumer’s rational disposi- 
tion to ‘play safe,’ must be opened up by 
the development of sound mass-consum- 
er standards and by responsible, disin- 
terested certification of the good prod- 
ucts of smaller manufacturers” (p. 247). 

Education of the consumer and indus- 
trial research for private business are 
also functions which government cannot 
neglect if industrial units are to be kept 
small and the purely private economies 
of competitive advertising and the pres- 
tige of the big name are not to destroy 
effective competition. 

For those economic activities in which 
a free market system simply will not 
work (Adam Smith’s lighthouses) and for 
those in which effective competition is 
attainable only at immense sacrifice of 
technical economies of production, Si- 
mons went all the way to social owner- 
ship. He abhorred private monopoly, 
even under regulation, more than public 
monopoly. Once the market tests were 
abandoned, he saw little advantage in 
private ownership, and he believed that 
there is more wasted effort and potential 
corruption in the enforcement—and 
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evasion—of regulation than in outright 
public ownership and operation. But he 
denied that this area was much larger 
than the group of industriesalready treat- 
ed as public utilities and that it tends to 
grow with advancing technology. 

The third great function of government 
in the Simons scheme, after maintenance 
of competition and promotion of equali- 
ty, is the provision of money and the 
stabilization of its value. This is the 
phase of his work which has attracted 
most attention, and I believe that here 
his ideas are slowly making progress in 
the thinking of economists; more will be 
said about this below. 

Thus the sphere allotted to government 
in the Simons philosophy is of tremen- 
dous importance. He does not reject cen- 
tralized planning. Laissez faire is itself a 
plan, requiring constant vigilance to pro- 
tect and implement it. But while the 
functions of government, particularly the 
monetary function, are to be felt in every 
market, they are to be constitutional ra- 
ther than administrative. Because, with 
a few exceptions, government only makes 
the rules of the game but is not itself a 
player, the basic issues to be decided by 
government are greatly reduced in num- 
ber and simplified in character. This was 
not merely because Simons believed gov- 
ernment interference with individual 
transactions to be unnecessary or inept; 
it was just as much because of his solici- 
tude that the task of government shall 
be simple enough to be susceptible to 
direction through democratic processes. 
To Simons the essence of democracy is 
government by discussion, and discus- 
sion fails (as may be clarified by scrutiny 
of any copy of the Congressional Record) 
when the issues are so numerous that no 
one person is intelligently aware of most 
of them and especially when issues be- 





come so technical and involve so much 
special knowledge that no one outside the 
affected minority group ever masters 
them. Simplification of the issues and 
reduction of their number are both essen- 
tial if democracy is to mean more than 
the power to recall and replace profes- 
sional administrators when they become 
unpopular for reasons that include only 
a fraction of the issues really involved. 
Simons would first narrow the field of poli- 
tics by wiping out tariffs, excises, subsidies 
and price supports, wage-hour acts, 
F.H.A.’s, N.R.A.’s, export-import banks, 
and all other promotional and restrictive 
agencies and institutions. Then he would 
simplify tremendously the administra- 
tion of the remaining functions. Anti- 
monopoly policy would be simplified by 
being turned directly against bigness. 
Central banking and fiscal policy would 
be combined and greatly simplified; and 
bank supervision practically eliminated. 


PROBLEMS OF INSTABILITY 


Simons has little to say about the 
business cycle (except in its price as- 
pects), and he denies the existence of the 
so-called problem of secular stagnation.’ 
However, I cannot reconcile with Si- 
mons’ general position his concession to 
Hansen (p. 204) that “we need the most 
expansive fiscal practices consistent with 
index stability.” In the accompanying 
footnote (p. 336) he even plumps mildly 
for tolerance of slow secular inflation to 
avoid the risk of falling below the maxi- 
mum of expansion permissible under the 
rule of price stability. 

In theory he would reach cyclical sta- 

2“T believe that the productivity curve for new 
capital is extremely flat; that investment, proceeding 
at the maximum rate consistent with high thrift, 
would have little effect for the significant future, 


even failing large accretions of innovations, on 
yields in this sense” (p. 192). 
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bility in two steps: first, competition in 
all markets, including the labor market, 
to assure flexibility of wages sufficient to 
convert the production cycle into a mere 
price cycle; second, elimination of the 
price cycle by fiscal-monetary adminis- 
tration. The second of these is the topic 
in which he was always most interested; 
the first is worth analysis even though 
he makes little of it. 

His ideal economic organization would 
be one in which all business units would 
be small enough so that no one of them 
could exercise a significant influence on 
price and each would strive to maximize 
his income by competing on a price and 
service basis. The same rule would apply 
to labor; all bargains would be individual 
and wages would move up and down 
with the fluctuations of demand. This of 
itself, he conceded (p. 108), would con- 
vert the pattern of instability as we have 
known it from a cycle of employment and 
production to a cycle of money income, 
though he argues that such price insta- 
bility would be intolerable. Here he 
seems to have overlooked the precedent 
set by agriculture, which in depression 
times has sold at the low prices resulting 
from its own full employment and pro- 
duction and has bought in a market re- 
stricted by the industrial pattern of 
sticky prices, curtailed production, and 
substantial unemployment. In fact, his 
pattern of business organization, his 
labor market, and his market organiza- 
tion, all three, follow the pattern of 
American agriculture as it stood before 
the rise of subsidized co-operatives and 
price supports—barring, of course, the 
prevalence of agricultural protective 
tariffs. The history of agriculture is evi- 
dence enough of the possibility of at- 
taining stability of employment and 
production without stability of prices, 
which Simons dismisses too lightly. 


MONEY, BANKING, AND PUBLIC 
FINANCE 


The only phase of the Simons program 
which I shall undertake to criticize on 
technical economic grounds, is his mone- 
tary-fiscal program. This may be sum- 
marized as follows: 


1. Consolidation of all monetary and fiscal dis- 
cretionary powers in a single executive agen- 
cy, preferably the Treasury, subject, of 
course, to the overriding power of the 
Congress. 

. Establishment of a simple rule for the guid- 
ance of the monetary authority to the ob- 
servance of which it should be strictly bound. 

. The preferred criterion is the stabilization of 
a price index. 

. The money supply should consist entirely of 
paper money issued by the monetary author- 
ity. The supply would be changed either 
through open-market purchase and sale of 
government bonds or, in case that method 
proved insufficient, by raising or lowering the 
income tax (preferably by changing the 
personal exemptions). 

. Check and deposit service would be fur- 
nished by “banks” on a warehouse Basis; 
that is, with 100 per cent reserves in curren- 
cy. They would be supported by service fees. 

. Short-term and long-term lending would be 
confined to equity funds of the lenders, and 
short-term credit would, to as large an extent 
as possible, be eliminated from the credit 
structure. 

. The structure of the federal debt would con- 
sist entirely of currency and very long-term 
bonds—preferably consols. (Confusion may 
be avoided if readers bear in mind that in 
Simons’ terminology government borrowing 
means borrowing at interest; currency issue 
is not called a form of borrowing but an 
alternative to borrowing to finance a deficit.) 


Consolidation of monetary and fiscal 
powers would change the present situa- 
tion relatively little, for the nineteenth- 
century ideal of segregation of fiscal and 
central banking functions has lost much 
ground. In the United States Simons’ 
plan would terminate the nominal divi- 
sion of responsibility between the Feder- 
al Reserve System and the Treasury and 
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would eliminate the state banking sys- 
tems. The separation of Federal Reserve 
and Treasury responsibility has never 
been effective in times when the Treasury 
is borrowing heavily. It was originally in- 
tended to insure that monetary policy 
should be guided by the money needs of 
the country and not by the interest of the 
Treasury in borrowing cheaply. Hopes on 
this score have not been realized, as can 
readily be shown by the history of financ- 
ing of two wars, but, for peacetime at 
least, the basic principle still seems to me 
to be sound. With Simons’ proposed 
elimination of deficit financing for other 
than monetary reasons and the cessation 
of refinancing, however, this argument 
for separation would lose much of its 
force. On the other hand, I see nothing 
to be gained by combining the fiscal- 
monetary function with the routine tax- 
collecting and procurement activities of 
the Treasury. 

Simons makes a strong case for the 
establishment of a rule for the guidance 
of the monetary authority and its ac- 
ceptance by Congress as a quasi-religious 
obligation comparable to the nineteenth- 
century reverence for the gold standard 
and a balanced budget. He would attach 
even more importance to the establish- 
ment of a fixed rule than to the choice of 
the very best rule. Indeed nothing was 
more crucial in his political theory than 
the subjection of authorities to fixed 
rules whenever possible and, most of all, 
in their exercise of power to influence the 
markets through manipulation of the 
money supply. Here Simons revives and 
high-lights the cardinal doctrine of early 
liberalism that freedom requires a gov- 
ernment of laws and not of men. “This 
distinction—trules or laws versus authori- 
ties—is the nub of the real planning is- 
sue” (p. 280). 

History records many alternations of 
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social attitude toward the basic issue 
here presented. Benevolent despotism at 
its best is perhaps the most efficient of 
all political instruments for promoting 
social welfare (p. 308), but it suffers from 
the fatal defect that there is no assurance 
of a succession of despots whose benevo- 
lence and wisdom will justify the power 
intrusted to them. 

When men have lived long under a 
regime of personal authority, they de- 
velop a craving for definite rules to which 
they can adapt their conduct, knowing in 
advance that it will be in harmony with 
the conduct of others who follow the 
same rules. A bad rule which can be re- 
lied on is preferred to no rule at all. The 
laws of Hammurabi, of Solon, and of the 
Archons, as well as Magna Charta and 
the written constitutions, state and fed- 
eral, about which our own political insti- 
tutions crystallized, all reflect the crav- 
ing for the solidity of a system of law and 
precedent on which reliance can be 
placed. 

On the other hand, when men have 
lived long under a regime of law, they 
become conscious of the inevitable in- 
equities which result from the rigid ap- 
plication of law to cases different from 
those contemplated when the law was 
set up. Then they begin to demand a 
more flexible system in which the sub- 
stance of justice is put ahead of the letter 
of the law. Equity procedure developed 
out of appeals from the king’s law to the 
king’s conscience, just as Christianity 
developed as a reaction against the rigidi- 
ty of the law, and before that the Proph- 
ets proclaimed that Jehovah would have 
mercy and not sacrifice. Whereas the 
early constitutional history of the United 
States was well characterized as the wor- 
ship of the Constitution, in recent years 
the pendulum has swung the other way; 
more and more we rely on administra- 
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tive discretion. We set up administrative 
courts and commissions which do not 
treat their own previous decisions as 
binding precedents; we delegate to ad- 
ministrators more and more discretion to 
determine not only what are the facts 
that determine action but what are the 
objectives of action and the principles 
that relate the facts to the objectives. 

In the monetary field the shift is illus- 
trated by the growth of central banking 
and the development of techniques for 
mitigating the effects of the rigid gold 
standard requirements of the nineteenth 
century. With the Keynesians the reac- 
tion against legislative rigidity is almost 
complete. Budget-balancing is no longer 
the essence of fiscal virtue; deficits and 
surpluses are to be turned on and off as 
the discretionary authority decides that 
the outlook is for price inflation or for 
rising unemployment. 

Against this growth of a government 
of men and not of laws, Simons protested 
in season and out of season. Yet in the 
field of money he was not ready to go the 
whole road back to a purely automatic 
system, like beaver skins or tobacco. The 
only such system to which he gave seri- 
ous consideration was the gold standard, 
and he shared the modern distrust of 
gold reserves and rigid international ex- 
change rates. Still more, however, he dis- 
trusted the gold standard as modified by 
central banking. He never got away from 
the faith, dominant in his formative peri- 
od, that open-market operations give 
central banks power to control economic 
life, but he had no faith in the banker 
mind. His compromise was to combine 
the technique of a managed currency 
with a rigid rule. 

The stabilization of a price index 
through manipulation of the quantity 
of money is the heart of the Simons pro- 
gram. Space does not permit an adequate 
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discussion of the merits of this proposal, 
and in any case I should be deterred from 
undertaking it by Simons’ strictures on 
criticism from specialists who themselves 
have no intelligible solutions to offer 
(p. 174). Simons admits that the short- 
comings of price-index stabilization are 
numerous and serious, though he never 
does set forth what they are. Nor does he 
ever describe in detail what he means by 
a suitable price index. Our experience 
with the cost-of-living index as a wartime 
standard for wage adjustments empha- 
sizes the importance of attention to tech- 
nical detail in the compilation of an 
index, particularly since changes could 
not be made frequently without throw- 
ing the whole process into politics 
and making it a means of manipulating 
relative prices, which is just what Simons 
is most anxious to avoid. He did pioneer 
service in throwing into the arena of dis- 
cussion his proposals for price stabiliza- 
tion and his unique devices for effecting 
it. But it is regrettable that—over the 
decade in which he continued to urge its 
adoption, with blasting expressions of 
scorn for the few alternatives which 
he ever noticed—he did not turn his 
abilities to bringing into maturity the 
infant which he fathered in 1934. 

Some of the difficulties which he recog- 
nized are taken care of by the drastic re- 
visions of monetary and fiscal structure 
(points 4 to 7 above). His contention 
that the monetary authority should ef- 
fect expansion by issuing currency rather 
than by selling bonds or increasing taxes 
was a notable contribution, extremely 
timely in view of the policies followed 
through the thirties. He could have 
claimed originality, too, for. the sugges- 
tions (far removed from immediate 
practicability) that the elimination of 
short-time lending would greatly reduce 
the danger of a financial collapse caused 
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by efforts of creditors to liquidate in a 
financial structure where there is no real 
liquidity. His suggestion for revision of 
the structure of federal debt makes sense 
from the standpoint of simplicity of ad- 
ministration, whether coupled with his 
monetary proposals or not. And the 100 
per cent reserve plan offers a direct and 
effective attack on the perverse elasticity 
of a currency pyramided on cash reserves 
in such a way that the reserves fix only a 
maximum, not a minimum, for the 
volume of money. 

Given all these structural reforms, a 
monetary authority, bound by a rule to 
increase and decrease the quantity of 
money with a view to stabilization of a 
price index, could clearly accomplish 
much more than can a central bank in 
the present financial structure, whether 
it follows this rule or some other or none. 

It is not questioned that the stabiliza- 
tion of a price index is a plausible sugges- 
tion looking toward the stabilization of 
business activity. (At times Simons 
seems to think it is more important in 
itself than the stabilization of business 
activity.) But the only way in which 
Simons could have demonstrated that it 
was the best available method, and thus 
justify his identification of liberalism 
with a price stabilization policy, would 
have been to undertake a comprehensive 
analysis of competing formulas, which 
he never did. 

The criteria which Simons discussed 
in these papers as alternatives to price- 
index stabilization were the gold stand- 
ard, stabilization of the quantity of 
money,’ and stabilization of employ- 
ment. As to the gold standard, his objec- 
tions seem to me to relate chiefly to 
institutional accompaniments of the 
historical gold standard which made its 


Probably he would have accepted per capita 
quantity as better. 


311 


success impossible but which would have 
to be eliminated in order to make any 
other scheme operate smoothly. These 
include the pyramiding of deposit cur- 
rency on a gold base, with freedom on the 
part of individuals to convert deposits 
into gold and the consequent multiple 
contraction; the attempt to maintain 
fixed international exchanges with coun- 
tries whose international gold obligations 
got out of line with their national in- 
comes; and the presence of a great vol- 
ume of near-money. All these things 
Simons wipes out with vigorous pen 
strokes in setting up his own plan, but he 
never asked whether with these drastic 
reforms a gold standard would still be 
unsatisfactory. To my mind the irremedi- 
able defect of the gold standard was one 
that Simons never mentioned, namely, 
the inelasticity of the supply of new gold 
which made it impossible for the expan- 
sion of gold output to absorb an appreci- 
able amount of labor when the demand 
for money rose relative to that for other 
things, and the inability of industry to 
absorb an appreciable amount of gold 
from the currency when money became 
cheap in boom times. 

Simons’ rejection of a stable quantity 
of money as a standard was based partly 
on the difficulty of defining money, or 
stabilizing the quantity of near-money 
(savings deposits, commercial bills, etc.) 
and partly on the danger of sharp 
changes in velocity. The two are closely 
related since a mass liquidation of near- 
moneys is in fact an increase of hoarding, 
hence a decline in velocity. But since 
Simons has placed his own criterion in a 
setting of simplified business finance in 
which these near-moneys are substan- 
tially eliminated, he can hardly use their 
presence as an objection to an alterna- 
tive criterion. 

Moreover, quantity stabilization, as 
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Simons recognizes, would involve a 
gradual secular decline of prices as 
productivity rises, which would con- 
stantly improve the position of rentiers, 
the most numerous of whom will soon be 
the recipients of social-security benefits. 
Already we may note the beginnings of 
pressure for the increase of such benefits 
in times of rising prices, of course with- 
out a corresponding decrease in times of 
falling prices. Here is a powerful argu- 
ment which Simons does not exploit 
against stabilization of the quantity of 
money. 

The other criterion which Simons 
considers is Beveridge’s formula: sta- 
bilization of employment at a high level. 
Simons’ treatment of this alternative 
seems something less than fair. He notes 
that Beveridge does not propose any 
rule for the exercise of fiscal powers “save 
the rhetorical rule of full employment 
which properly is not an end at all.” He 
says: “Full employment is a worthy 
purpose which, among others, instrumen- 
tal ends, policy rules, and laws should be 
designed to serve. To propose it as a rule 
is to by-pass the democratic process and 
to propose government by authorities, 
which, instead of legislation, will imple- 
ment the purpose. Beveridge is wisely 
and eloquently opposed to inflation as 
well as to deflation; but stable money 
comes in only by the back door, not as a 
guide or proximate goal but as a wishful 
afterthought—or, perhaps, as an excuse 
for direct controls” (pp. 281-82). 

A real objection to the use of full em- 
ployment as a currency criterion is dis- 
cussed elsewhere (p. 292); namely, the 
influence of labor monopolies which 
could make the rule of full employment 
a rule of continuous inflation (as Bever- 
idge himself notes). But, since Simons’ 
own pattern involves the abolition of 
collective bargaining, this objection is 


hardly relevant to a comparison. I do not 
see wherein full employment more than 
price stabilization involves “government 
by authorities” or the “substitution of an 
instrumental end for an administrative 
criterion.” The same monetary authroity 
could use either test. But, with so com- 
plete an abolition of labor monopoly as 
Simons stipulated, he would expect no 
involuntary unemployment anyway! 

Other possible alternatives, which 
Simons does not discuss in the essays 
here published, include stabilization of 
the wages of unorganized common labor 
which, I suggest, would work better than 
the stabilization of a price-index number 
if, in accordance with the Simons pro- 
gram, wage differentials were put on a 
competitive basis. Another alternative 
would be a commodity standard oper- 
ated without any monetary authority by 
the free choice of the people who could 
monetize or demonetize the standard 
commodity at will. Simons discussed 
this alternative briefly in a review of 
Benjamin Graham’s well-known plan, 
which is not reprinted in this volume.‘ 
Aside from well-founded objections to 
the international features and some other 
details of the Graham plan, he does it 
less than justice as compared with his 
own scheme. He says: 

His national currency, like his proposed 
world money, would be unhappily isolated from 
the fiscal system. For combating depressions, 
the scheme is simply another spending program, 
whose virtue is that it would be financed by 
printing money but which, like revenue assign- 
ment, has the fault of confusing budgetary 
policy and dispersing fiscal responsibility. For 
combating inflations, its device is goods~dis- 
hoarding—which is workable only while the 
goods last and requires wasteful accumulation 
of negative-yield investments. Given deflation- 
ary banking and fiscal measures, it might pile 
up materials all over the place and produce 

4 Journal of Political Economy, September, 1945, 
p. 280. 
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large relative-price distortions; given inflation- 
ary banking and fiscal influences, it could only 
hold back inflation in one sector for a while— 
and only while the farm bloc remained asleep! 
Thus, if it worked well, it would do so only be- 
cause the government, as a taxing-borrowing- 
spending agency, did what was necessary. But 
the government can and should stabilize the 
commodity value of money directly, as a basic 
rule of principle of its fiscal policy. While the 
best index for such purposes would doubtless be 
heavily weighted with Graham’s fifteen com- 
modities, its elements might be chosen without 
the arbitrary restriction of storability; and no 
costly, superfluous storage or socially lossful 
investment need be involved at all. 

To be sure, if we had a good monetary-fiscal 
“constitution” and a proper financial structure, 
a commodity-reserve system would do no harm 
—save as its index tended to move differently 
from the broader index-guide of fiscal policy; 
given really good fiscal policy, the commodity- 
reserve system, with a 10 per cent spread be- 
tween bids and offers, would never do any 
business at all. As a practical matter, however, 
it would be very confusing in the political dis- 
cussion-process and likely to facilitate serious 
or irreparable errors in fiscal practice itself. 
Financial salvation, at least under representa- 
tive government, lies not in perpetuating a mis- 
leading separation of monetary and fiscal (and 
of currency and credit) problems but in seeing 
them whole (i.e., all as fiscal problems) and in 
putting them together for discussion and for 
action. Powers over the quantity of money (and 
money substitutes, from bank deposits to cor- 
porate bonds) and responsibility for the value 
of money should be not further dispersed but 
concentrated as closely as possible in the 
Treasury and in (also within) Congress as the 
ultimate fiscal authority. 


It is true that for combating depres- 
sions the scheme may be regarded as an- 
other spending program; but how would 
amonetary authority under Simons’ plan 
stabilize the price index except by a 
spending program? He would issue cur- 
rency either to buy bonds or to buy the 
goods and services used by government 
until the prices of certain commodities 
teached a fixed level, whereas Graham 
would buy the commodities themselves 
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at a fixed price. The Graham plan does 
“disperse fiscal responsibility,’ but the 
main drift of Simons’ political science is 
strong in the direction of dispersing re- 
sponsibilities wherever centralization is 
unnecessary. If Graham has found a way 
to disperse responsibility by transferring 
it to the market, Simons should have 
been the first to applaud. It is true that 
for combating inflations Graham’s device 
is “goods-dishoarding” ; but what is more 
counterinflationary than that? And what 
is the object of currency expansion under 
the Simons’ plan but to induce private 
goods-dishoarding? The wasteful accumu- 
lation of negative-yield investments is a 
valid objection but could be minimized 
by applying the principle of Peel’s Act, 
that is, by permitting a fixed quota of 
government securities behind the curren- 
cy with a sufficient reserve of commodi- 
ties to provide for the anticipated maxi- 
mum range of fluctuation. Taxation and 
bond sales would still be in reserve to 
replenish the commodity reserves, just 
as taxation is the last resort, under 
Simons’ plan, when the stock of securi- 
ties gives out. 

Simons’ reference to the farm bloc is a 
good point, but it is equally applicable 
to his own plan, if we assume that farm 
commodities were represented in his in- 
dex as adequately as in Graham’s basket. 
His plan would be popular with produc- 
ers whose output was included in the 
index so long as the authority was sta- 
bilizing against declines, and it would be 
unpopular when it was stabilizing against 
advances; and political pressures to 
change the coverage would be inevitable. 


DEMOCRACY AND ECONOMIC 
RATIONALITY 


Simons never really faced the question 
whether such complete orientation of 
economic policy to the common good as 
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he posits is compatible with the demo- 
cratic process. Historically, democracy 
has always been a process of bargaining 
between minority groups. This is the 
price we have paid for immunity from 
the greater evils that accompany abso- 
lutist power sufficient to ignore the 
claims of organized groups. Even as 
much as Simons simplifies the task of 
democracy, I doubt whether full and free 
discussion—the only tool a democracy 
has to keep its political programs aligned 
with economic rationality—is sufficient 
to justify the hope that the majority will 
not use its power to promote the special 
interests of the minorities that have been 
wielded together to make up the majori- 
ty. If federal margarine taxation is ever 
repealed, it will be not because it 
exploits consumers for the benefit of 
butter producers but because producers 
of the raw materials of oleo have rallied 
their forces. (Perhaps, however, this 
shift, which is certainly in the interest 
of consumers, has been facilitated by the 
public interest in the high cost of living 
and so indirectly justifies Simons’ hopes.) 
Likewise with labor: Would any amount 
of discussion break down the popular as- 
sumption that wages “ought” to be ad- 
justed to (upward) changes in the cost 
of living rather than to changes in the 
demand for and supply of labor in local 
markets? 

A better illustration may be afforded 
by Simons’ favorite formula—the sta- 


bilization of prices of a fixed basket of 
commodities. Assume with him that this 
is the best of the alternative standards. 
In practice it would mean that the rise in 
prices of a few components would be 
compensated by lowering prices of all 
other components. How will the cotton 
producers react if told that because they 
have to pay more for bread they should 
take less for cotton? And how will the 
public react if told that direct taxes 
should be increased because the cost of 
living has gone up? Is democracy capable 
of bearing the strain involved in so ra- 
tional a procedure, especially when at- 
tention is concentrated on these issues 
because of the disappearance of the 
myriad other issues over which it is 
now diffused? 

Simons was a brilliant and _ logical 
thinker, and he developed a distinguished 
literary style. He was, however, an ivory- 
tower economist; he drew his inspiration 
from economists, and his influence was 
chiefly on economists. He was too inde- 
pendent in his thinking and too little 
regardful of the obstacles to public ac- 
ceptance of new ideas to make much 
progress in changing the world, and he 
was fighting against a world-wide social 
tide. If the tide is reversed in our time 
Simons may not be the Adam Smith— 
or Karl Marx—of the new liberalism, but 
its leaders will have been influenced sig- 
nificantly by his work. 


WASHINGTON, D.C. 





ADAM SMITH AND THE ECONOMIC MAN' 


WILLIAM D. GRAMPP 


We are told by men of science that all the 
ventures of mariners on the sea, all that counter- 
marching of tribes and races that confounds 
old history with its dust and rumor, sprang 
from nothing more abstruse than the laws of 
supply and demand, and a certain natural in- 
stinct for cheap rations. To anyone thinking 
deeply, this will seem a dull and pitiful ex- 
planation.—RoBERT Louis STEVENSON, Will o’ 
the Mill. 


F THE economic man is an abstraction 
] which typifies social behavior in the 
market place, it cannot be denied 
that Adam Smith created such a figure 
and gave it a place in his writings. How- 
ever, it so little resembled the monstros- 
ity which later was invented by critics of 
classical economics that one hesitates to 
designate both of them by a single term. 
If the critical image of the economic man 
is grotesquely difficult to represent, the 
matter cannot be thrown back onto 
Smith but must be laid to the excessive 
zal of those critics who, knowingly or 
not, fabricate a myth out of the mate- 
rials of a classic—in order then the better 
to explode the myth and the masterwork 
with it. 

In his lineaments the economic man 
for whom Smith is held responsible is an 
alarmingly rational creature who in- 
variably seeks his own interest, who re- 
acts with lightning speed to actual and 
anticipated changes in his real income 
and wealth, turning with ease here and 
there upon the slightest fluctuation in 
telative prices. Not only is he as free of 
error as was Adam originally free of sin, 
but he is so utterly absorbed by his cal- 

‘Il am greatly indebted to Professor F. H. Knight 


for many Suggestions about the interpretation of 
Smith’s writings. 


culations that he is conscious of no other 
activities which legitimately could en- 
gage a human being. If he ever were to 
engage in play, he quickly would dis- 
cover that aimless effort can be replaced 
by co-operation with his opponent, there- 
by maximizing the score and thereafter 
dividing the prize. He is unencumbered 
by any personal relations which might 
interfere with his relentless maximizing, 
being a disembodied creature without a 
soul and devoid of human compassion. 
If he is concerned for others, it is only in 
order to advance himself more certainly. 
He acknowledges his social responsibility 
by keeping within the law, for without 
law and order his pursuit of wealth would 
encounter obstacles. The consequence of 
his behavior is necessarily beneficent, 
because he is guided through an in- 
trinsically harmonious social order by the 
benign force of natural law. 

However serviceable such a creature 
may be for critical purposes, it is as alien 
to the thought of Adam Smith as it is to 
the observable facts of social behavior or 
to any reasonable preconception of them. 
So extravagant has this kind of criticism 
become that it has obstructed the devel- 
opment of analytical devices for studying 
behavior and has made almost impos- 
sible any distinction among these de- 
vices. The idea of the economic man is 
very useful, just as are the ideas of man 
as a physical mechanism—a biologic or- 
ganism—and as a product of his culture. 
The economic man is a creature who 
chooses from among scarce alternative 
resources those which are best suited to 
produce certain accepted ends. The dis- 
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tinguishing feature of economic ends is in 
their being quantitative and measurable 
in money. The success of the economic 
man is an index of his rationality in using 
scarce means to produce the greatest pos- 
sible satisfaction of that which never can 
be satisfied completely, his desire for real 
income. He is not, of course, perfectly 
rational. Indeed, if he were, he would not 
be rational at all. To be perfectly rational 
is to know all the means available for 
solving every particular problem as well 
as all the results to be obtained from 
using any combination of means; but 
knowing all this is to know the solution 
of a problem before it is “solved,’”’ wLich 
means that it is not a problem at all and 
clearly not anything which calls for 
rational consideration. 

To say that economic activity—or the 
conduct of the economic man—is ra- 
tional behavior raises the quite relevant 
question: In what measure are men ra- 
tional? Presumably the answer cannot be 
wholly negative, for, if it were, one could 
not even ask the question. An affirma- 
tive reply, however qualified, raises two 
subsequent questions. If man is a ra- 
tional creature, one would like to know 
how much of his behavior is directed to- 
ward given ends, particularly toward 
those which can be quantified and their 
quantities expressed in money; and one 
also would like to know how much of 
rational activity goes beyond the means 
of realizing economic and other accepted 
values and is devoted to examining the 
values themselves, to appraising them, 
and to discussing whether they shall be 
changed. Such questions extend one over 
the whole of the social studies, and if one 
cannot refrain from asking them, it per- 
haps were the better part of manners not 
to linger for an answer but instead to go 
the way of Pilate, who, being unable to 
resist asking an awkward question, re- 
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covered in time to walk away before an 
answer was attempted. Such questions 
are relevant here, however, for they must 
guide all inquiry into social behavior. 
My purpose is to look for whatever an- 
swers there may be in the writings of 
Smith and particularly to see what Smith 
had to say about behavior directed to- 
ward economic ends. 

Since the first reaction against classical 
economics set in, early in the nineteenth 
century, Smith’s ideas of economic mo- 
tivation have been under attack, and the 
burden of the attack usually follows 
three main lines. Smith, it is alleged, as- 
sumed that men were invariably rational 
and that their rationality was centered 
on achieving fixed economic desires. It 
is stated, moreover, that Smith believed 
men to be governed by a suprahuman 
power, the natural law or the invisible 
hand, in their relentless conquest of in- 
come and in their accumulation of wealth. 
Finally, it is said that Smith believed the 
consequence of such behavior to be a 
highly desirable state of affairs, a har- 
monious natural order, in which all was 
for the best in the best of all possible 
worlds (and all misfortunes necessary 
evils). From such an interpretation of 
what Smith wrote, it is hardly wonderful 
that such an ogre should emerge as the 
economic man described in the opening 
pages of this essay. It is possible for one, 
in trying to summarize the viewpoint of 
Smith’s critics, to fall into their habit of 
excessive statement; yet, if the premises 
of the critics are meant to stand and 
not to be swept away by incidental qual- 
ifications, this summary of their position 
must be allowed. 

In contrast to their position, the point 
of view here is that Smith described so- 
cial behavior on a number of different 
levels, rational conduct being only one of 
them; that in his final and most mature 
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work, the Wealth of Nations, he aban- 
doned the doctrine of natural law in favor 
of explaining behavior as the issue of 
quite secular motives; and, finally, that 
he did not at all believe that free eco- 
nomic behavior was necessarily produc- 
tive of a wholly desirable and harmoni- 
ous social order. In disclosing the reasons 
for this interpretation, I shall examine 
the chronological development of Smith’s 
ideas of social behavior and most ex- 
pressly of its economic aspect. The bur- 
den of this interpretation must be carried 
by Smith’s own writing and not by what 
others have had to say about it; and 
there is not space enough to contend with 
his major critics or to quarrel with their 
particular conclusions. Since most readers 
are familiar in a general way with what 
has been written about Smith, they will 
discover wherein the point of view of this 
effort differs from the standard interpre- 
tation, especially as I have emphasized 
certain matters even to the point of what 
occasionally may seem to be tiresome 
repetition.’ 

* Most of the commentaries on Smith unavoid- 
ably reach erroneous conclusions about the Wealth 
of Nations because of a curious reluctance to 
acknowledge any difference between it and the 
Theory of Moral Sentiments. By assuming that 
these two works have a common ethical theory, it 
is concluded that the natural-law doctrine elaborated 
in the latter necessarily underlies the conception 
of economic behavior in the former. The very 
significant differences between Smith’s writings 
are remarked upon in detail below, and these ob- 
servations are quite at variance with those of the 
following standard writings on Smith and eco- 
nomic motivation, all of which ascribe natural- 
law doctrine to the Wealth of Nations: T. E. 
Cliffe Leslie, “The Political Economy of Adam 
Smith,” Fortnightly Review, VIII (1870), - fm 
August Oncken, Adam Smith und Immanue K. 
(Leipzig, 1877), chaps. v, vi; Wilhelm Hasbech, 

Untersuchungen tiber Adam Smith (Leipzig, 1891), 
Pp. 10, 186, 231-36; James Bonar, Philosophy and 
Political Economy (London, 1893), pp. 149-51; 
Albion W. Small, Adam Smith oxd Modern Soci- 
ology (Chicago, 1907), chap. ii; Karl Pribram, Die 
Entstehung der individualistischen Sozial philosophie 
(Leipzig, 1912), pp. 91-09; Thorstein Veblen, “The 
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I 


In the hands of Smith the economic 
man passed through three life-stages, 
metamorphosing from an unearthly crea- 
ture with hypersensitized sympathies to 
a figure of earth and straw trying to 
better himself on the market place, usu- 
ally with a measure of success but often 
with results which were neither to his 
own nor to anyone else’s liking. If in this 
descent to earth he lost some of his moral 
luster, he also became less of an imposi- 
tion on one’s sense of reality. In the The- 
ory of Moral Sentiments (1759), Smith 
was concerned with the question of how 
man distinguishes right from wrong and, 
of greater importance, how he acts upon 
that distinction. The answers were even 
more disarming than the questions. Vir- 
tuous behavior is that which receives the 
approval of the disinterested onlooker, 
and the desire for such approval is a 
yearning innate to all men. If Smith’s 
man of virtue is not the target of Bernard 
Shaw’s epigram—that the more things 
a man is ashamed of, the more respect- 
able he is—it is only because his desire 
for sympathy is stronger than his fear 
of censure. 

In this first work Smith digressed oc- 
casionally on economic behavior and ex- 
plained why men pursue wealth and why 
their acquisitiveness is beneficial to so- 
ciety. By a most ingenious sequence 
Smith traced economic motivation at 
once to man’s sense of beauty and to his 
penchant for deluding himself. In the 


Preconceptions of Economic Science, II,” The Place 
of Science in Modern Civilization (New York, 1919); 
Z. C. Dickinson, Economic Motives (Cambridge, 
1922), p. 43; Glen R. Morrow, The Ethical and 
Economic Theories of Adam Smith (New York, 1923), 
p. 87; Theo Suranyi-Unger, Philosophie in der 
Volkswirtschaftslehre (Jena, 1923), I, 341-42; O. H. 
Taylor, “Economics and the Idea of Natural 
Laws,” Quarterly Journal of Economics, XLIV, 30, 
232-30. 








eternal fitness of things men find beauty, 
and wealth is one of the fit means to the 
good life, the life of virtue and wisdom. 
As 4 thing of beauty, wealth brings men 
the approbation of their morally enlight- 
ened fellows, who are gathered together 
in an abstraction called the Impartial 
Spectator—a moral hector who, looking 
over the shoulder of the economic man, 
scrutinizes every move he makes. But 
such approbation is poorly founded, ac- 
cording to Smith; all that glitters may be 
gold, but gold is not the agency of hap- 
piness. Once a man acquires riches, he 
finds their power to enlarge his life so 
much less than he thought that they are 
trivial beside the “more solid’’ attain- 
ments of wisdom and virtue. The impar- 
tial spectator has been deluded. Yet the 
economic man, instead of turning toward 
these other objectives, is driven all the 
more strongly after wealth; and the rea- 
sons for his behavior are curious. He 
keeps to the market place by the certain 
knowledge that society thinks his grow- 
ing wealth brings with it ever increasing 
happiness and therefore sanctions it with- 
out question. As it is every man’s wish 
to be taken notice of, to be attended to, 
to be acclaimed, he stays in the race for 
wealth even after he finds the prize of 
little consequence to himself. The yearn- 
ing for sympathy is a stronger economic 
motive than the utilitarian sense of beau- 
ty, but it could never be effective if man- 
kind at large did not (mistakenly) be- 
lieve that riches were a thing of beauty. 
How the economic man might behave un- 
der the eye of an impartial spectator who 
also was a rich man is a troublesome 
question which Smith does not attend to. 

The role of sympathy as an economic 
motive is perplexing when set against its 
place in other forms of behavior. Outside 
the market a man must feel that he de- 
serves approbation before he can allow it 
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to gratify him. His conscience overpow- 
ers his vanity and disposes of the chance 
that the appearance of virtue will sup- 
plant the reality. But in the market a 
man’s conscience is a feeble reed against 
his conceit, and he adds measure upon 
measure to his fortune because, though 
it is dust in his hands, it dazzles his neigh- 
bors. The greater is their gullibility, the 
happier man he is. Smith tries to demon- 
strate that the illusory quality of wealth 
is providential—because it makes for an 
abundance of goods and social peace— 
but the outcome of his argument is none- 
theless unfortunate, for he places Provi- 
dence in the position of depriving men of 
their conscience in order that they shail 
not starve to death or annihilate each 
other.* 

To have avoided such an anomalous 
end, Smith would have had to abandon 
sympathy as the compelling motive of 
economic activity and to have put utility 
in its place, to have declared that wealth 
is the condition of the good life or at 
least one of its requisites. But such a 
declaration would only have produced an 
embarrassment in another direction, be- 
cause, if wealth is a thing of beauty, what 
shall one say of the beauty of painting, 
music, poetry, of man’s nature, of the 
heavens? It would appear strange, not to 
say blasphemous, to place on the same 
level with the design of Providence the 
kind of fitness of things a man experi- 
ences when he drives a good bargain in 
corn land. One feels, moreover, that the 
issue was not, for Smith, a wholly ab- 
stract one. Throughout his writings 
Smith exhibited a marked dislike for the 
arrogance and conceit of the wealthy; al- 
though this aversion is most apparent in 
the Wealth of Nations, there is plentiful 
evidence of it in the Theory of Moral Sen- 

3 Theory of Moral Sentiments (London, 1892); 
cf. pp. t19, 264-65, 332. 
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timents, in the Essays, and in the Lec- 
tures. That it did not lead him to reject 
altogether a free economy but to insist 
upon it as one of the requirements of so- 
cial progress may be as much a mark of 
the age as of the man himself. 

Though the economic man of Smith’s 
work acts only in his own interest and 
with a prodigious waste of effort, his be- 
havior has consequences for others which 
are wholly beneficent. However strong 
his acquisitive instincts are, his desire for 
approbation is stronger and forces him to 
uphold justice. The material advantage 
of society is secured by the very useless- 
ness of his wealth. After satisfying his 
own material wants (which, Smith im- 
plies, are not much greater than those of 
the poor), he spends the surplus on re- 
tainers, servants, and others, whereby a 
general plenty is diffused throughout so- 
ciety. He is guided as by an invisible 
hand to promote the welfare of the spe- 
cies, and Providence again gives war- 
rant of its benevolence.‘ 

But, for all his good works, the eco- 
nomic man does not secure that high ap- 
probation which is inspired by behavior 
that is just for a better reason than neces- 
sity and is more than accidentally benev- 
olent. The economic man wins his honors 
for the practice of the middling virtue of 
prudence, which, it must be observed, is 
below justice and benevolence and only 
above propriety, the least of the virtues 
on Smith’s ethical scale. As a prudent 
creature he lives well within his income, 
is cautious, and ever follows the path of 
security ; he never yields to (never experi- 
ences?) the temptation to make and med- 
dle, never seeks preferment, but all the 
while steadfastly and with clear head 
adds to his estate. His values under scru- 
tiny are of the family of virtues cultivat- 


4 Ibid., p. 265. 


ed by Poor Richard, except for an inclina- 
tion to mind his own business. 

Yet, however commonplace are his ac- 
complishments, his position in life forces 
him to join knowledge with prudence and 
to raise both in esteem, and he stands in 
strong, if uninspired, contrast with the 
upper classes, who daily experience the 
conflict between the temptations of 
wealth and the exactions of wisdom and 
virtue. Moreover, the behavior of the 
economic man has vast indirect conse- 
quences not only in providing for those 
less fortunate than he but in helping to 
build that kind of environment in which 
the virtues higher than prudence can 
find expression and, together with wis- 
dom, provide the hallmarks of accom- 
plishment, as distinguished from the 
sheer wealth and power by which Smith 
characterized the aristocracy of his age. 

Smith’s ingenuity in fitting the eco- 
nomic man into the design of the uni- 
verse was one mark of his faith in the 
gentleness and wisdom of Providence, a 
faith which was vindicated by all that he 
saw about him. He observed that man 
was prone to revere power and averse to 
looking on the sorrows of those nearest 
him; but Smith found this most fortu- 
nate, because class distinctions are neces- 
sary for preserving social peace. Here is 
an engaging sketch of the “political 
man,” truckling happily before his mas- 
ter and tactfully turning away from the 
plight of his fellow-servants; he is a fine 
object for the Italian proverb that when 
the poor give to the rich, the devil laughs. 
Another characteristic of man is his habit 
of looking more at the consequences of an 
act than at its intentions—a habit, it 
would seem, which is unjust to those 
whose good will is defeated and absurdly 
generous to those whose good works are 
fortuitous. Yet what would become of 
society if approval were granted only for 














320 WILLIAM D. GRAMPP 


intentions? Smith asks and answers that 
every court of justice would become an 
inquisitorial chamber. Smith observed 
that the most estimable men were often 
afflicted with an excessive delicacy of 
sentiment, were more practiced in the 
“amiable” than in the “manly” virtues, 
and were unreasonably disturbed by an 
unjust reproach. Their weakness, how- 
ever, was but another instance of the 
benevolence of nature, for it made the 
good and the wise indulgent of the fail- 
ings of others while highly exacting of 
themselves. 

All such things were features of the 
natural order which Smith saw as the 
manifestation of the natural law govern- 
ing social behavior. This order has quite 
a different meaning from the harmony 
described in the Wealth of Nations. Ac- 
cording to the doctrine of natural law, 
averred by Smith (but only in his early 
writings), man is endowed with certain 
characteristics or moral faculties which 
in their totality comprise human nature. 
This nature is common to all men in all 
places and is governed by a force superior 
both to men and to their society. The 
force is the natural law, and it emanates 
from God. Its end is beneficent: it is the 
glorification of God as his benevolence is 
revealed in the happiness of man, and it 
is realized when the natural order is es- 
tablished. It is inevitable that such an 
order should be established, and in the 
movement toward it Nature follows a 
uniform succession of events. Natural 
law and its bases—human nature and 
natural order—are discoverable by man 
through the use of his moral faculties, 
which show him the path of virtue and 
guide him along it. It is the philosopher’s 
quest, Smith declared in oneof his Essays, 
to discover the law of nature, to appre- 
hend “the idea of an universal mind, of a 
God of all, who originally formed the 





whole, and who governs the whole by 
general laws, directed to the conserva- 
tion and prosperity of the whole, without 
regard to that of any private individual. 

..’S He presented his apprehension of 
the idea in the Theory of Moral Senii- 
ments. 

In its economic aspects the idea is not 
very satisfactory, but its defects are in- 
separable from its merits. The economic 
man of the Theory of Moral Sentiments is 
a disembodied creature who, quite apart 
from not resembling anything of this 
world, does not serve well to explain even 
the main features of economic procedure. 
He is never confronted with the need of 
economizing scarce resources to achieve 
unlimited ends, because he lives in a 
world of abundant means and limited 
wants. If successful in the pursuit of 
wealth, he acquires approbation; if not, 
he is kept from want by the generosity of 
the successful. Having no economic 
choices to make, the quality of his ra- 
tional powers is not at issue. If the eco- 
nomic man seeks to maximize anything, 
it is the approval of the impartial specta- 
tor—as if his whole vocation were seek- 
ing approbation, to paraphrase Words- 
worth. The kinds of choices which he 
does make are concerned with selecting 
from among different modes of conduct 
that particular kind which brings his be- 
havior into accord with the natural law. 
Even this, however, does not necessarily 
imply rationality. On man’s use of rea- 
son Smith is equivocal. He prefers not to 
say whether man is impelled to do good 
by the dictates of reason, or because of 
original instinct, or because of “some 
other principle of nature” but merely 
states that man possesses moral faculties 
and is aware of their exercise by the 


5 “The Principles Which Lead and Direct Philo- 
sophical Enquiries: Illustrated by the History of 
Ancient Physics,” in Essays on Philosophical 
Subjects (London, 1795), p. 106. 
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pleasurable feeling which approbation 
gives. As long as Smith confined the 
choices of an individual to this realm of 
behavior, a more plausible and useful ex- 
planation of economic activity was un- 
likely if not impossible. It was only when 
his expressions of faith in natural law 
gave way to a more secular and critical 
view of society that Smith’s contribu- 
tions to economic thought began. 


II 


There are intimations of a different 
view in that work of Smith placed next in 
point of time, the Lectures on Justice, 
Police, Revenue and Arms, which were de- 
livered to students at the University of 
Glasgow about the year 1763. It differs 
most significantly from his first book in 
giving but a negligible role to natural 
law and in suggesting that natural rights 
are the governing principle of society, an 
idea which later was expressed with 
much vigor in the Wealth of Nations. 
Closely related to this difference is the 
displacement of sympathy by environ- 
ment as the force which restrains self- 
interest. The economic man as a sensitive 
creature who pursues beauty in a world 
of material abundance is succeeded by a 
pedestrian individual who looks with in- 
terest upon only those activities which 
“pay” and who pursues luxuries in a so- 
ciety where they are unmistakably 
scarce. 

Like his predecessor, the economic 
man of the Lectures is the best judge of 
his own interests, his behavior is influ- 
enced by what he takes to be the reaction 
of his neighbors, and he has a taste for 
beauty, though it is more frail and fleet- 
ing. But here their similarities end. The 
economic man of the Lectures follows his 
interest along paths marked out by one 
or another of two sets of passions accord- 
ing to the environment in which he finds 





himself. One set consists of the “‘baser” 
passions, of avarice, the instinct for 
truck, barter and exchange, the disposi- 
tion to specialize his labor; and they are 
the more surely grounded, the least in 
need of any encouragement for their ex- 
pression. These passions are traced back 
to the wilfulness in every individual, to 
his inclination for persuading, imposing 
upon, and coercing others. As manifes- 
tations of self-interest, they often are not 
very admirable and usually are regarded 
with contempt. Yet it is in the exercise of 
such “baseness” that men discover the 
more elevated side of their nature, like 
the sense of beauty, courage, generosity. 
These characteristics are delicate and 
ephemeral, requiring much encourage- 
ment before they are brought to light; 
when they are disclosed, they attract 
much commendation. 

Both sets of passions must find their 
way into behavior if the natural rights of 
an individual are to be expressed and if 
self-interest is to operate to the advan- 
tage of society as well as of each person. 
From the delicate passions comes man’s 
taste for luxuries; out of it commerce de- 
velops, liberty takes hold and is made 
secure, men are emancipated from super- 
stition and come under the influence of 
learning and the arts. But the delicacy of 
man would never have had such conse- 
quences if he had not been free to special- 
ize his labor, engage in trade, acquire 
property—if he had not, in other words, 

a measure of economic free- 
dom. Smith believed that one of the 
achievements of his age was this very 
freedom, and he developed in the Lectures 
a theory of economic change which 
sought to explain the accumulation of 
capital and the rise of representative 
government as the issues of this freedom. 
Actually more than a theory of change, it 
disclosed Smith’s deep conviction that 
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liberty was both a value in itself and the 
most effective means of acquiring other 
values. 

Toward his ancestors of the Middle 
Ages, Smith looked with feelings touched 
by both compassion and reproof, frown- 
ing upon their frightful waste of time, ef- 
fort, and wealth; shocked by their de- 
praved pastimes, their callous attitude 
toward the poor and weak; appalled by 
their superstition—yet, at the same time, 
allowing for all these vices in the belief 
that their environment permitted noth- 
ing better. In that interval of the deep 
sleep (to adapt a phrase of Toynbee’s) 
there could be no development of the 
more elevated side of human nature. The 
inequalities of ownership and oppor- 
tunity, the restrictions placed upon ex- 
change, the primitive technology of agri- 
culture, and the contempt with which 
most economic activity was regarded— 
all turned man’s baser instincts away 
from those activities which would allow 
him to indulge his finer nature. And his 
animal spirits, not to be denied, found an 
outlet in oppressing the weak and in 
making war against the strong. But even- 
tually his avarice broke down the obsta- 
cles to exchange, and he was then able to 
turn his efforts to providing more than 
the necessities of life. With the appear- 
ance of “luxuries” (which Smith called 
all those goods beyond what are required 
for a bare subsistence), the aristocracy 
found a new use for its income and turned 
out its retainers, servants, and other de- 
pendents. When Smith wrote the Wealth 
of Nations, he enlarged upon this view of 
the decline of feudalism and related dis- 
dainfully how the aristocracy had squan- 
dered its birthright for trinkets and bau- 
bles. It finally was forced, itself, to turn 
to commerce out of a “principle of avar- 
ice,” and this struck away the final re- 
straint upon enterprise, the disesteem 





with which it had been regarded by the 
ruling class. Meanwhile, those who had 
been dependent upon the nobility were 
forced into productive occupations, and 
their characters changed in a way which 
was most remarkable. Once slothful be- 
cause they did not have to work, demean- 
ing before their patrons and insolent to 
inferiors, depraved in their tastes and 
amusements, they now became industri- 
ous, prudent, honest, and enterprising. 
The transformation of the economy and 
of social standards brought with it the 
development of representative political 
institutions. As opportunities grew for 
accumulating wealth, men demanded se- 
curity and the rule of law: the protection 
of every man in his person and his prop- 
erty and the opportunity to trade and to 
acquire wealth. As they became mate- 
rially more secure, they were able to look 
beyond their immediate affairs and to 
devote themselves to learning and the 
arts, to throw off superstition, and to 
pursue virtue. 

Smith’s theory of progress rests upon 
the much criticized assumption that self- 
interest will operate beneficently when 
(and only when) it is expressed through 
the agency of a free market. If it seems 
striking in simple faith, one must recall 
that Smith here was engaged partly in a 
polemic against the remaining restric- 
tions on commerce and partly in express- 
ing his optimistic convictions—and, it 
may be added, in trying to impress un- 
familiar truth on unreceptive minds. 
When it is summarized in so brief a way, 
many of the insights are glossed over and 
the rich lesson it held for future genera- 
tions is discernible only by implication. 
If any one aspect is to be singled out for 
emphasis, it is Smith’s belief in the power 
of free economic behavior to produce 
free, enlightened men. (That this power 
was not always used wisely Smith was 
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fully aware.) Nothing corrupts an indi- 
vidual so much, he said, as making him 
dependent on others for a livelihood and 
security, and nothing more increases his 
self-reliance than the opportunity of find- 
ing his own way in the freedom afforded 
by equal laws. 

There was nothing new in the idea 
that material dependence is debasing. 
Vauvenargues said as much in his epi- 
gram: Servitude degrades men even to 
making them love it. And in the current 
coin of eighteenth-century thought was 
the apothegm: He who controls a man’s 
subsistence controls his will. But it was 
Smith who first emphasized that only 
through a free market could men emanci- 
pate themselves from dependency. Not 
even Hume, to whom Smith credits the 
idea, showed so clearly and in such de- 
tail the relationship between economic 
and political freedom. The political in- 
stitutions of a country are not to be ex- 
plained, Smith said, by the nature of the 
governed; this is everywhere much the 
same. If a Frenchman acts differently 
from an Englishman, it is because the 
self-interest implanted equally in both 
men finds expression in different eco- 
nomic orders. 

As a free government is the product of 
a free market, the function of the state is 
largely utilitarian, existing to preserve 
free institutions. This conception departs 
considerably from Smith’s earlier belief 
that government exists because men find 
it pleasurable to submit to authority; al- 
though the penchant for authority is 
mentioned in the Lectures, it receives but 
negligible attention. The excellence of a 
government is to be measured by the pro- 
tection it gives to the natural rights of 
the individual, and a government which 
does not provide such protection should 
be overthrown. 

That some might dispute the benefi- 
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cence of the right to trade freely Smith 
knew very well. As if in anticipation of 
what has become a common objection to 
laissez faire or as if to settle with himself 
the conflicts between the Lectures and 
the Theory of Moral Sentiments, he ex- 
amined the question of justice in relation 
to economic activity. The economic man 
of the Lectures is kept within the bounds 
of virtue by the prudent knowledge that 
honesty pays in the long run. His pe- 
cuniary interest is restrained not by the 
desire for moral renown but by a disin- 
terested calculation of the returns to be 
expected from moral, as compared with 
immoral, conduct—a calculation which 
tips the scales in favor of virtue. By 
transferring the origin of virtue from 
man’s moral sentiments to his profit-and- 
loss statement, Smith worked an enor- 
mous change in ethical doctrine; but he 
did not touch the reality of virtue itself, 
nor did he disturb the comforting notion 
that, whatever prompts men to action, 
the action itself can only be meritorious. 

How an individual would act if the 
calculation by some perverse stroke went 
in favor of immorality is a troublesome 
question, but Smith did not evade it; in- 
deed, his willingness to consider the mat- 
ter of monopoly suggests that he was 
aware of the question. In a monopolistic 
market the economic man is not kept 
within bounds by the convenient rule 
that honesty equals profitability. By ac- 
quiring exclusive privileges of sale or pur- 
chase, he can make dishonesty very re- 
munerative; and, by carefully managing 
his power, he can so far reduce the men- 
ace of potential competitors and out- 
raged customers that his dishonesty can 
be capitalized for an indefinite period. 
Smith’s way out of this quandary was 
not very satisfactory. He seemed to 
think that potential monopolists would 
shun their aspirations once they realized 
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that monopoly is a game everyone can 
play and one which in the long run pro- 
duces losses all around. Neither of these 
observations happens to be quite true, but 
they were as much as Smith had to offer 
in the Lectures; it was not until he wrote 
the Wealth of Nations that he set himself 
vigorously to the problem of monopoly. 

An unsurely grounded sense of justice 
is not the only failing of a free economy. 
For all its material, political, moral, and 
cultural superiority over early forms of 
economic organization, it was anything 
but ideal. The specialization upon which 
it is based produces a number of unde- 
sirable effects, Smith said. The upper 
classes become preoccupied with acquir- 
ing wealth or exhibiting it, and they lose 
sight of the end which it should serve: in- 
ferentially, the development of moral 
and intellectual excellence. They neglect 
their wider social responsibilities, being 
particularly remiss in the military arts so 
necessary for the defense of the nation. 
Instead of using their economic power to 
liberate themselves from material af- 
fairs, in order then to turn to the practice 
of wisdom and virtue, the rich are prone 
to become more and more attached to 
their wealth until it becomes for them 
their sole mark of distinction. In the os- 
tentatious use of wealth Smith saw what 
was to him perhaps the most unbecoming 
side of self-seeking; he remarked upon it 
in almost all his writings but nowhere 
more expressly than in an essay on the 
“Tmitative Arts.” He said: 


...In arts which address themselves not 
to the prudent and the wise, but to the rich 
and the great, to the proud and the vain, we 
ought not to wonder if the appearance of great 
expense, of being what few people can purchase, 
of being one of the surest characteristics of 
great fortune, should often stand in the place 
of exquisite beauty, and contribute equally to 
recommend their productions.® 


5 Essays, p: 143: 





The quotation is also of some value in 
showing that the common weakness for 
conspicuous consumption did not go un- 
noticed before the coming of institutional 
economics. 

Among the lower classes, the effects of 
specialization are even more debilitating. 
Although it improves their living condi- 
tions, it also may confine their views and 
blunt their imaginations, turning them to 
vulgar diversions, leaving them witless 
and without spirit. By making the em- 
ployment of children profitable, special- 
ization puts obstacles in the way of their 
education and weakens the family. The 
neglect of education leaves the great 
mass of the people insensible to the more 
creative forms of leisure and abandons 
them to the alehouse. 

Smith’s remarks on the condition of 
the workers may suggest some affinity 
with the mercantilists. Actually there 
was very little. The mercantilists lec- 
tured the working people in the manner 
of a Calvinist divine, pointing to their 
idleness and improvidence, the wastrel 
spending on “ribands and ruffles,” the 
unconscionable demands for higher 
wages, and, above all, their passion for 
alehouses. Indeed, the concern of the 
mercantilists with the beer-drinking of 
the poor amounted almost to an obses- 
sion. That the elements of this self- 
righteousness often were at cross pur- 
poses and that most of the lecturing was 
part of an effort to keep the lower classes 
in their place does not seem to have in- 
hibited the mercantilists or those who at- 
tended to their diatribes. From the whole 
of their piety there emerges the impres- 
sion that if the workingman was not to- 
tally depraved, it was only because his la- 
bor occasionally was useful to others. 
Alternating with their preaching of the 
more elemental virtues, such as thrift 
and industry, teetotalism, early rising, 
and late working, the mercantilists pro- 
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posed punitive measures such as blue 
laws and workhouses. 

To Smith the cause of wretchedness 
was more important than its manifesta- 
tions, although he did not allow himself 
to become unduly agitated by either. If 
men were something less than angels 
walking the earth, the responsibility lay 
in large part with environment and with 
a failure to allow them the greatest pos- 
sible measure of freedom. To the extent 
that man’s failings reveal a flaw in his na- 
ture (a supposition which is more true of 
the psychology of the Wealth of Nations 
than of the Lectures), the condition of 
humanity presents a hopeless problem or, 
what comes to the same thing, an ideal 
circumstance, since nothing is to be done 
in either case. Smith’s tolerance of the 
failings of the workingman, if they can 
be called that, was a part of his broad 
sympathies, of which another aspect was 
his belief that they should be well fed, 
clothed, and housed, because it was they, 
he declared, who were the creators of a 
nation’s wealth.” On most points, Smith’s 
opinions were precisely the opposite of 
the mercantilists’. Where they favored 
low wages as a spur to industry, he fav- 
ored high wages for the same reason. If 
Smith criticized the way people spent 
their money, it was the spending of the 
landed aristocrats and of the middle 
classes who tried to ape them. As for 
alehouses, he regretted that the poor 
should have to pay more for their beer 
than the rich. Even in those instances in 
which behavior was off the limits of con- 
vention he could find something agree- 
able to say, and he found the Irish pros- 
titutes of London, unfortunate as they 
were, yet “the most beautiful women per- 
haps in the British dominions.” 

Another direction in which his sym- 
pathies lay is disclosed in Smith’s fre- 


?Wealth of Nations, ed. Edwin Cannan (New 
York, 1937), Pp. 79. 
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quent comparisons of merchants and 
manufacturers with the landed gentry. 
Although by the time he wrote the 
Wealth of Nations he had no illusions 
about the inclinations of businessmen, 
he still believed that their avarice could 
be turned to public advantage with no 
great injury to private liberty. He 
thought quite otherwise of the landhold- 
ers, whose interests he placed in direct 
conflict with those of society. In com- 
paring the habits of life of men of busi- 
ness with those of the landowners, as 
Smith sets them down, there is little 
doubt that he considered the business- 
man more useful to the nation. Yet even 
to claim that a merchant and a manufac- 
turer were entitled to as much esteem as a 
landholder was, in the eighteenth cen- 
tury, an act of drastic presumption. To 
assert that the middle class was superior 
in prudence, energy, social usefulness, 
learning, and morality was nothing less 
than revolutionary. One would like to 
know when such a view came to be ac- 
cepted in Europe and Britain, if it ever 
has. 

Despite all those deficiencies of a free 
economy which Smith notes in his Lec- 
tures and in greater number in the 
Wealth of Nations, it frequently is stated 
that he was so enchanted by the enter- 
prise system that he was blind even to its 
most glaring faults. And, it is added, this 
blindness was the inevitable result of a 
faith in the natural governance of the 
economic order. However, if nature does 
appear in the Lectures, it is very remote, 
and its hand is not only invisible but un- 
predictable. Actually, one of the distinc- 
tive features of the Lectures, which 
marks it off from the Theory of Moral 
Sentiments, is the ambiguity surrounding 
the idea of natural law. The other major 
distinction is the appearance of the idea 
of natural rights. Smith refers to the nat- 
ural right of each person to his life and 








to security against violence, the natural 
right of inheritance, and the natural 
right to private property, as well as to 
the political analogues of these rights, the 
most important of which is the natural 
right of each man to associate with others 
on terms agreeable to all of them. As 
Smith uses the term, a natural right is the 
liberty each man has to act in a way 
which is consistent with his inclinations, 
to some of which he is unalterably dis- 
posed by psychological traits and to 
others by choice. The belief that each 
man possesses undeniable rights neces- 
sarily implies that he must respect the 
rights of others and that all men together 
must so arrange their social conduct that 
each may have what is due him. Since 
man is psychologically disposed to spe- 
cialize his economic effort, it is his right 
to exchange his product for that pro- 
duced by the specialized effort of others. 
It follows that there can be no legitimate 
interference with exchange, either by 
private persons or by public bodies. In 
the property which a man acquires by 
his activity, he has a natural right, and 
when it is passed to his heirs they have a 
natural right in it. Because the free ex- 
ercise of individual inclinations depends 
most fundamentally on personal secu- 
rity, the right of each man to his life is the 
primary natural right. Any interference 
with the free expression of individual de- 
sires is a deprival of natural rights. Any 
serious attempt to stifle them is there- 
fore a signal for justifiable if not obliga- 
tory resistance. In liberal philosophy, 
from Hooker onward, the greatest men- 
ace to freedom was thought to dwell in 
the state, or in those agencies, like mo- 
nopolies, which Smith thought derived 
their power from the state. 

Just where natural rights originate is 
not made clear. There is evidence that 
they are simply the data of social be- 
havior. But all man’s traits and desires, 
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when taken together, exhibit a harmoni- 
ous design; all fall into one of two cate- 
gories of passions which serve to rein- 
force and complement each other. As the 
Lectures were given not many years after 
the appearance of the Theory of Moral 
Sentiments, it is possible that Smith still 
thought of nature as having constituted 
mankind by a harmonious design. What- 
ever the origin of the passions, however, 
they are not governed by nature. If they 
are itswork, they no longer are its “darling 
charge.”” Many of the Lectures are taken 
up with showing how natural character- 
istics are stifled or distorted, with the 
difficulties encountered by self-interest, 
and with the reforms necessary before 
man can be free to express himself. If 
Smith believed that the will of nature in- 
evitably is realized, there would have 
been little reason for him to condemn at- 
tempts to obstruct it and to suggest ways 
in which the invisible hand could be hur- 
ried along. In the matrix of such a faith, 
the Lectures would have been an act of 
impiety. 

It is more plausible to look in Smith’s 
works for a secular explanation of human 
behavior, one which has no relation to 
a suprahuman, natural law. From the 
Lectures it is clear that the way men be- 
have depends on their environment and 
that human nature is governed by the 
outcome of an interaction between the 
individual and society. In such a concep- 
tion is the germ of a new idea of natural 
order. It no longer is the expression of 
divine will, but it is the kind of social or- 
ganization which develops when men 
can use their traits in their own interest. 
This departs radically from the Theory of 
Moral Sentiments, in which the natural 
order is the happy issue of man’s bringing 
his moral sentiments into accord with 
God’s will and emerging in a most un- 
economic world. The concern which 
Smith shows in the Lectures for the pro- 

















tection of natural rights connotes a new 
conception of economic behavior. He no 
longer had any illusion of natural abun- 
dance. He did say that, if man wished for 
nothing beyond a mere subsistence, he 
never would engage in economic activ- 
ity. In fact, however, he does wish for 
more and, in order to satisfy his wants, he 
utilizes his talents for specialization and 
exchange, thereby obtaining a greater 
satisfaction than he would acquire by 
producing for his own use. In presenting 
this idea, Smith was suggesting that the 
essential meaning of economic behavior 
is the maximizing of returns from scarce 
means. 

The effective use of talents is not, how- 
ever, realized alone by specialization and 
exchange. It depends also on the condi- 
tions of exchange. In order to satisfy 
wants most effectively, the products of 
specialized effort must be exchanged on a 
free market. For this reason Smith con- 
demned monopolies and restrictions on 
international trade. With disarming can- 
dor he asked: “Unless we use the pro- 
duce of our industry, unless we can sub- 
sist more people in a better way, what 
avails it?’”* 

From these considerations of the role 
of natural law and natural character- 
istics in the Lectures, it is clear that the 
natural order is the competitive market. 
It has little or no relation to a purposive 
nature disposing and ordering the social 
relations among individuals. It is an 
ideal order not in manifesting nature’s 
design but because competition in 
Smith’s view is the most practicable 
(thus, “ideal”) method of protecting the 
natural rights of individuals and of pro- 
viding the greatest possible wealth to the 
nation. Stated in a somewhat different 
way, competition is the ideal instrument 


® Lectures on Justice, Police, Revenue and Arms, 
ed. Edwin Cannan (Oxford, 1896), p. 205. 
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for securing freedom as a value in itself 
and as an effective means to other values. 


Ill 


In the Wealth of Nations Smith de- 
veloped in considerable detail the con- 
ception of natural order which he first 
proposed in the Lectures. It is offered as 
the ideal organization of society because 
it represents man’s greatest opportunity 
of realizing his desire for freedom and his 
best effort to utilize for himself and for 
society his natural endowments. It is not 
ideal in being the handiwork of nature 
because in fact nature has little to do 
with its origin or being. If it was offered 
by Smith as the best of all possible 
worlds, as some critics have contended, 
it must be understood to be no different 
from the least undesirable of worlds. In 
it Smith placed the third econoniic man 
to appear in his writings. Individual be- 
havior is made harmonious by the free 
market; but competition is not the ex- 
clusive instrument of control, and the ex- 
ceptions taken to it are both numerous 
and substantial. One of the distinctive 
features of the natural order is the pene- 
trating skepticism with which human 
motives are regarded. Society imputes no 
natural goodness to men, operating in- 
stead on the quite opposite assumption 
that if anything is natural to man it is 
more than a little ignobility in his in- 
stincts and behavior. The order is 
brought into a state of natural harmony 
by a process of mutual negation whereby 
the evil men wish and do injures no one 
but themselves and the vast energies 
which their self-seeking releases are 
turned to the nation’s advantage. The 
essential difference between this natural 
order and that described in the Theory of 
Moral Sentiments turns on a changed 
conception of justice. Justice is no longer 
regarded as the special charge of a benev- 
olent deity but as the particular care of 
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government, which exists for the very 
mundane reason of protecting property. 

The economic man of Smith’s last 
work differs from his predecessors by the 
overwhelming force of his self-interest. 
He is driven by a relentless desire to im- 
prove his material condition, there being 
scarcely an instant of his life when he is 
not looking about for ways of adding to 
his fortune, so strongly does he feel “the 
quick pulse of gain.” No assertion is too 
extravagant for Smith if it emphasizes 
the power of the pecuniary interest. In 
one passage he makes government and 
law crumble before it; in another, it is a 
universal trait uniting all men of all lands 
in acommon humanity of self-seeking; in 
still another, it is a biologic fact inde- 
pendent of environment and transmitted 
through successive generations, as when 
he writes that the desire to better our 
condition comes with us at birth. These 
passages have exercised much influence 
in forming the conventional impression 
of the economic man as an unregenerate- 
ly mercenary creature, and they were 
summarized by one of the more enter- 
taining of the critics of classical econom- 
ics, Thomas Love Peacock, in Crochet 
Castle, in which the formidable Rev. 
Folliott is made to say: 

My principles, sir, in these things are, to 
take as much as I can get, and to pay no more 
than I can help. These are everyman's prin- 
ciples, whether they be the right principles or 
no. There, sir, is political economy in a nutshell. 

Despite the connotations of these pas- 
sages, however, self-interest is not di- 
rected only to material ends. An indi- 
vidual may find his interest in coddling 
his vanity; in exercising a natural desire 
to deceive and impose upon others and 
just as natural a longing to be gulled him- 
self; in upholding his social position, in 
furthering animosity against his fel- 
lows; in supporting prejudices even more 
mischievous against foreigners; or simply 


in indulging his indolence. Indeed, the 
economic man may turn his efforts away 
from acquiring wealth to satisfying any 
inclination. that may strike him, but in 
the entire register of his desires there is 
no yearning to be just and benevolent— 
an omission which can hardly pass un- 
noticed in view of the emphasis which 
these cardinal virtues obtain in the The- 
ory of Moral Sentiments. Out of the traits 
which comprise the typical personality, 
indolence may be taken and set against 
the pecuniary interest in order to show 
how Smith in the Wealth of Nations based 
his conception of economic behavior on 
individual psychology. In asserting that 
men love their ease and find labor to be 
painful, he established a characteristic 
quite contrary to that conveyed by his 
assertion that men are driven as by the 
furies into pursuing wealth. Between the 
craving for wealth and the longing for a 
life of ease, the former is the stronger in- 
stinct, but in the contest between them 
the triumph of avarice is not complete. 
Men are ever alert to ways of minimizing 
the effort necessary to acquiring wealth, 
and they are therefore confronted with 
the problem of using scarce means to 
achieve unlimited ends. The economic 
man is a great respecter of the maxim, 
It is better to play for nothing than to 
work for nothing—a maxim, it may be 
remarked, which clearly expresses the 
psychological disposition at the basis of 
the labor theory of value and all “pain- 
cost” doctrines. The psychological set- 
ting in which Smith placed the economic 
problem does not add anything to its 
reality; even if men were not indolent, 
they still would wish to use their time as 
efficiently as possible. But it was char- 
acteristic of the age in which Smith wrote 
to trace all problems back to the data of 
human nature. 

From a comparison of avarice with in- 
dolence, Smith developed his view of eco- 
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nomic behavior, calling on certain other 
traits as the occasion required. In the in- 
terest of efficiency, men specialize their 
efforts and engage in exchange. Speciali- 
zation enables an individual to impose on 
others a portion of the disagreeable labor 
which is inseparable from the pursuit of 
wealth, and, far from scrupling to impose 
on others, he is led to it naturally. The 
economic man values his specialized tal- 
ents in proportion to the amount of toil 
they enable him to escape and to shift 
upon others. He values his own product 
not by the labor which it cost him but by 
the labor which would be required if he 
himself were to produce what he obtains 
in exchange. The labor required to pro- 
duce what he buys is always greater (cer- 
tainly never is less) than the labor re- 
quired to produce what he sells. Viewing 
labor effort in this subjective way is per- 
haps a clue to the ambiguity in the more 
technical aspect of Smith’s theory of eco- 
nomic value. It makes clear some of the 
statements in the first book of the Wealth 
of Nations in which “labor command” 
and “labor quantity” are used inter- 
changeably. (Others, unfortunately, re- 
sist this interpretation.) 

The belief that man is naturally in- 
clined to impose on others is of more sig- 
nificance, however, in suggesting a differ- 
ent view of economic motivation. This 
inclination can be taken as something 
which supports specialization and in 
other ways promotes economic activity 
or it can be regarded as a disposition 
which finds reward in its own exercise. 
Smith occasionally verged on saying 
that men engage in specialization be- 
cause it is an outlet for their egoism, 
which is to say that labor is its own grati- 
fication and not a means to something 
else. It cannot then be painful—unless 
individuals are afflicted with some sort of 
perversity which drives them to make 
life unpleasant for themselves or for 
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others. Though Smith was skeptical of 
the quality of human motives, he lived 
in an age too healthy to be interested in 
ferreting out human perversity. His sug- 
gestion that the market is governed by 
egoism is significant because it antici- 
pates the modern notion that economic 
activity can be its own reward, that it 
often has the character of a game played 
more for its intrinsic interest than for its 
prize. 

Smith, however, did not pursue the 
idea. He placed specialization predomi- 
nantly at the service of pecuniary desires, 
and he made egoism the ultimate motive 
of all behavior. He very strongly sug- 
gested that if men are observed closely— 
whether on the market, in politics, in the 
lecture hall, or in casual association— 
their self-seeking will reveal itself. Among 
the lower classes egoism is necessarily 
directed toward making a living, and the 
behavior of the workers is governed 
mainly by economic circumstances. Their 
success in acquiring the materials of life 
has much to do with their moral and in- 
tellectual merit. If they need have no fear 
of poverty and can look to the future 
with optimism, the masses will turn to 
the practice of virtue and wisdom; if, 
however, they must live in tatters and 
can know nothing but uncertainty, their 
concern with making a living will over- 
whelm all other matters, and any subse- 
quent achievements will be outside their 
capacity. What Smith says in essence is 
that, for the greatest part of the popula- 
tion, happiness, truth, beauty, and good- 
ness depend on real income. This idea, it 
must be noticed, is precisely the opposite 
of the view expressed in his first work: 
that wealth is a poor way to happiness 
and he who pursues it must end in disil- 
lusionment. 

Although their behavior is more thor- 
oughly colored by it and their outlook is 
wholly dependent on it, the common peo- 
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ple are not alone in pursuing material ad- 
vantage. The same longing is disclosed in 
men of all classes and nowhere more cer- 
tainly than in their political behavior.° 
This is apparent in Smith’s remarks on 
government, the burden of which is that 
cupidity explains most conduct or, more 
accurately, misconduct. When he said 
that avarice is the occasion for most 
wrongdoing, he was repeating what his 
age took from Cicero, one of its political 
mentors. In setting down some observa- 
tions on human frailty for the edification 
of his son, Cicero said that men usually 
are led to do wrong by their irrepressible 
egoism and that, “in this vice, avarice is 
generally the controlling motive.’"*® Now 
this idea was not exactly new when Cic- 
ero passed it on to his son, and by the 
time it reached Smith in the eighteenth 
century most of its moral sting had been 
removed. Smith actually controverted 
the Stoic belief that avarice is intrinsi- 
cally bad and submitted instead that its 
evil came from the environment in which 
it was expressed. This transformation is 
the distinctive feature of Smith’s politi- 
cal economy. 

Notably missing from the Wealth of 
Nations is the ingenuous psychological 
explanation of sovereignty which he of- 
fered in the Theory of Moral Sentiments 
and intimated again in the Lectures. In 
its place is substituted a theory of gov- 
ernment which at times is materialistic 
enough to arouse cheers from an econom- 
ic determinist. The pathetic political 
man of Smith’s first work is pushed aside 
by a calculating individual who respects 
the authority of government because it 
protects his wealth—or because he thinks 
it does. Although he agrees to respect the 


%I have sought to explain Smith’s political 
views in an articie, “On the Politics of the Classical 
Economists,” which will appear in a forthcoming 
issue of the Quarterly Journal of Economics. 


*° Of Moral Duties i. 7. 


property rights of everyone, especially 

those with more property than he has, it 

is only because he fears that disrespect 

for authority will expose him to the cu- 

pidity of those beneath him. 

No thing in use by man, for power of ill, 

Can equal money. This lays cities low, 

This drives men forth from quiet dwelling-place, 

This warps and changes minds of worthiest 
stamp, 

To turn to deeds of baseness, teaching men 

All shifts of cunning... . 


These lines from the Antigone of Sopho- 
cles are expressive of the ancient idea 
that was a starting-point for most of the 
political speculation of the seventeenth 
and eighteenth centuries. The Enlighten- 
ment infused the idea with a faith in the 
capacity of men to know that their long- 
range interests dictated a respect for au- 
thority and that these interests were 
more likely to have a desirable outcome 
in an environment governed by the free 
market. 

When Smith passed from discussing 
social activity in the large to examining 
the minutiae of behavior, he again 
stressed the power of the pecuniary inter- 
est and was quite frank in noting that it 
frequently had undesirable consequences. 
Because the remuneration of lawyers and 
their clerks was proportioned to the 
length of the documents they prepared, 
they so extended them as to confound the 
language of the law. Since university 
professors received a guaranteed stipend, 
they were lax in their instruction, and 
education fell into a wretched state. 
Wealthy families then engaged traveling 
tutors for their sons—than which noth- 
ing could be worse for both tutor and pu- 
pil, Smith declared, with some heat and 
possibly out of experience. But to allow 
the pecuniary interest to operate among 
the clergy would produce a particularly 
odious form of competition because, if 
the remuneration of a clergyman were to 
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depend on the size of his congregation, 
the advantage would go to those who 
played on the superstition of their 
charges, leaving religion to suffer and 
zealotry to flourish. It will be observed 
that ‘Smith was not doctrinaire about the 
value of competitive behavior in the pro- 
fessions. In certain instances, such as 
education, he felt that pecuniary sanc- 
tions had been too far removed to call 
forth the best efforts of individuals; in 
others, he was opposed to applying such 
sanctions with the same rigor he favored 
in the market for standardized goods and 
services. 

But Smith did more than question the 
social merit of the desire for gain. In 
those passages not expressly devoted to 
economic policy he often questioned its 
power and occasionally its very reality. 
There are few chapters in the Wealth of 
Nations which do not in some way quali- 
fy the idea that the acquisitive instinct is 
relentless and invincible. The economic 
man is much affected by his environment 
and most liable to passing fancies. He is, 
Smith observed, a very vain creature, 
and, although vanity is an expression of 
egoism, it does not lead him to a success- 
ful maximizing of economic values. In- 
deed, it often defeats the pecuniary inter- 
est, turning men away from prudent in- 
vestment to an ostentatious use of 
wealth. Vanity plays tricks even more 
surprising. Individuals may fly in the 
face of their economic interests rather 
than allow their amour-propre to be ruf- 
fled. They carry their pride to the market 
place and take absurd risks with their 
fortunes. Smith observed that it was a 
common failing not only of the vain but 
of every person in tolerable health and 
good spirits to overestimate the chance 
of gain, to regard himself a favorite of 
fortune. Sometimes, however, conceit is 
restrained by the desire for security, par- 
ticularly after a few spectacular failures 
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have chastened an individual’s conceit. 
He then may be averse to taking even a 
reasonable risk. In addition, there are 
other traits which stifle or divert the op- 
eration of the pecuniary interest, such as 
irrationality, error, ignorance, indolence, 
and inertia. All of them turn an individ- 
ual away from the most economic use of 
his talents and occasionally from gratify- 
ing any desire whatever. Of the many ex- 
amples which Smith provides, two may 
be cited. A merchant may so avidly de- 
sire to monopolize the market that he 
fails to anticipate the monopolistic be- 
havior of others, and all may find their 
avarice disappointed. Individual work- 
ers do not always seek out the market in 
which the highest wages are paid, be- 
cause they may be ignorant of alterna- 
tive opportunities or they may be held to 
their jobs by sheer inertia. 

Environment as well as individual 
psychology modifies the expression of the 
acquisitive instinct. Smith stated again 
in the Wealth of Nations that the form in 
which agricultural land was held during 
the Middle Ages impeded economic prog- 
ress and the accumulation of capital. He 
observed that social custom casts some 
occupations into disrepute and makes for 
differences in wages and profits which 
could not exist in an impersonally perfect 
market. Finally, the form of government 
and the character of the laws interfere 
with the maximization of returns, this in- 
fluence being shown most clearly in na- 
tional animosity against foreigners and 
unavoidably in the requirements of na- 
tional power. 

It is easily possible to multiply the in- 
stances in which the pecuniary interest 
fails to operate perfectly or does not op- 
erate at all. These, however, should be 
sufficient for showing that the economic 
man of the Wealth of Nations was not the 
disembodied and beneficent creature he 
is reputed to be. Indeed, in those passages 
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in which Smith is not exposing the futil- 
ity of political efforts to restrict the pe- 
cuniary interest, he is as often as not ex- 
plaining that it either operates imperfect- 
ly or to the disadvantage of society. The 
“uniform, constant, uninterrupted effort 
of every man to better his own condi- 
tion” is in fact not very uniform, quite 
inconstant, and frequently interrupted; 
the acquisitive instinct which “comes 
with us from the womb, and never leaves 
us till we go into the grave” is really 
quite easily thrown off. 

It is reasonable to think that when 
Smith wrote of the formidable power of 
avarice he was describing a tendency in 
behavior and that when he said this de- 
sire was beneficent he was demonstrating 
the unwisdom of trying to control it. This 
beneficence depended mainly on environ- 
ment. He observed that, if obstacles were 
placed in the way of the pecuniary inter- 
est, there will result a great waste of re- 
sources. This, he believed, had happened 
in the medieval era. Because men had 
little opportunity of turning their efforts 
to profit, they were indolent, and the re- 
sulting economic loss was a tragedy no 
greater than the kind of moral atmos- 
phere that sloth and dependence breeds. 
In writing of his own age, Smith felt that 
its superiority lay in the measure to 
which the pecuniary interest was given a 
wider area of freedom and operated under 
laws more nearly equal in their treatment 
and equitable in their effects. Freedom 
brought an increase in the wealth of the 
nation, and, with the general plenty 
that ensued, there was an unmistakable 
elevation of moral and _ intellectual 
standards. 

Still, Smith did not offer his age as a 
model, however great an improvement it 
was over what had gone before. It was 
neither ideal in an absolute sense, nor did 
it represent the best that was to be had. 
This conclusion is implied in his ‘stric- 





tures against the economic behavior of 
his times and in those remarks in which 
he intimates his conception of the ideal, as 
opposed to.the economic, man. Where 
Smith’s age failed of achieving all within 
its power, its failure was the result of 
stifling pecuniary desires or of allowing 
them to operate unequally. Hence his 
condemnation of political attempts to 
control the “industry” of individuals; his 
excoriation of monopoly as a denial of 
the equality of a competitive market; his 
clearly evinced sympathies for the poor 
as victims of the unequal operations of 
“industry” ; and his implied proposals for 
something resembling progressive taxa- 
tion." These criticisms were the negative 
side of his conviction that the free market 
is the best possible method of organizing 
—and of controlling—economic activity. 
If a free market obtains, the operation of 
the pecuniary interest usually produces a 
desirable state of affairs. If circumstances 
are otherwise, however, the result may 
be outrageous, and the only remedy for 
too little freedom may be even less of it. 
If, for example, society is so unfortunate 
as to countenance slavery and to be 
averse to abolishing it, Smith suggests 
that it is better for the government to in- 
terfere with the free use of property in 
the interest of the slaves than to look on 
indifferently while the master treats 
them as he pleases. The faith in a benign 
arrangement of social relations, which is 
manifested unequivocally in the Theory 
of Moral Sentiments and often ascribed to 
Smith’s last work as well, is exhibited, if 
at all, in the Wealth of Nations only in the 
belief that economic freedom can produce 
a harmonious social order. Though far 
from ideal, this order is the best within 
man’s limited capacity. 
But man’s poor powers left Smith res- 
tive. In going over the more critical pas- 
sages of the Wealth of Nations, one feels 


*! Wealth of Nations, pp. 683,.794.- 
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that Smith’s own ideal social order was 
quite different from the one he urged 
upon the world. He was dismayed by 
much economic behavior even when it 
was competitive. He reiterates in his last 
work all those deficiencies of the enter- 
prise economy which he first set down in 
the Lectures: the feeble sense of justice, 
the disregard for wisdom, the flamboyant 
use of wealth, the indifference to social 
responsibility, the dispirited outlook of 
the lower classes. It seems probable that 
Smith himself believed that the good life 
should consist of the performance of good 
works and the cultivation of knowledge. 
His aversion to the habits of businessmen 
had become so pronounced in his final 
work as to leave little doubt that, how- 
ever practicable he thought competition 
was, he did not thereby approve of the 
psychological traits which produced it. 
“Of the money-making that depends on 
troublesome going about and seeing peo- 
ple and doing business” he had little 
more respect than Plutarch ascribes to 
the Spartans under Lycurgus. If there is 
a common theme running through all 
Smith’s works, it is an underlying dis- 
quietude with the moral and intellectual 
tenor of a commercial society. In view of 
the uses to which the Wealth of Nations 
has been put and of the place it gave 
Smith in history, this is at least paradoxi- 
cal. There is much irony in the fact that 
the philosopher who did more than any- 
one to justify the ways of the free eco- 
nomic man should have found him per- 
sonally so distasteful. 

That natural order which is the 
achievement of the economic man is a 
system which on examination turns oui 
to be almost identical with the concept of 
perfect competition in modern price the- 
ory. To be effective, exchange must be 
impersonal, Smith stated in demonstrat- 
ing the folly of bilateral trade. There 
must be mobility of factors of production 
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and a free movement of goods between 
regions and countries. Buyers and sellers 
must know the conditions of the market 
in order that their activity have the most 
desirable effect. Finally, there must be 
many buyers and sellers.” 

Competition is possible, however, only 
in the presence of certain political condi- 
tions, and in prescribing these Smith was 
decidedly negative. Laws must be estab- 
lished to make property secure, including 
the property each man has in his own la- 
bor, and security calls for an exact and 
equal administration of justice. The po- 
litical, reforms for which Smith asked 
called not so much for the passage of new 
legislation as for the repeal of old, such as 
the laws supporting monopolies, the tariff 
and other restrictions on international 
trade, and the ill-conceived efforts of the 
state to regulate production and con- 
sumption. Let the governors look after 
their own affairs and the people can be 
trusted to look after theirs was the way 
in which Smith summarized his negative 
position. 

It will be observed that the economic 
and political elements of the natural or- 
der do not emerge from a divine constitu- 
tion of the universe. They are the issue 
of a wholly secular power. The kind of 
harmony implicit in this natural order is 
that which comes from the mutual ad- 
vantage of exchange. This advantage is 
derived from the specialization of labor 
and the exchange of its product. Special- 
ization makes for an efficient use of re- 
sources by allowing each individual to 
cultivate his particular genius and so ob- 
tain maximum efficiency, by permitting 
him to produce as much as he pleases and 
so secure the disposition between effort 
and leisure most satisfactory to himself, 


3 Ibid., pp. 59-60, 128-29, 460. A homogeneous 
product is the only element in the modern definition 
which is missing from Smith’s description of 
competition. 
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by allowing him to exchange his product 
for that of others of dissimilar abilities on 
the terms most satisfactory to all persons 
concerned. Each man, knowing that he 
can exchange his product for that of 
others, will exert his industry in order to 
obtain as much as possible for himself, 
and, with all men doing this, a “general 
plenty diffuses itself through all the dif- 
ferent ranks of society.”” This conception 
is most commonly criticized by disputing 
the contention that the maximizing of 
individual incomes necessarily maximizes 
the real income of society, and it is point- 
ed out that an individual may obtain a 
greater income by restraining his indus- 
try than by exerting it. This is of course 
quite true, but it is not a refutation of 
Smith’s conception of natural harmony. 
Indeed, it confirms what he had to say, 
if confirmation were needed. If competi- 
tion does not rule, the restricting of ef- 
fort may raise the incomes of monopo- 
lists; and this was precisely why Smith 
opposed them. 

The competitive harmonies are mani- 
fested on the market in the system of rel- 
ative prices. As consumers, individuals 
pay the lowest possible prices for what 
they buy, and producers are able to sell 
at low prices because of the efficiency 
which competition forces upon them. 
The wages of labor rise to their natural 
level (that which permits the population 
to maintain itself) because no single em- 
ployer can force them down. Capital, be- 
ing free to enter the areas of greatest 
yield, becomes allocated to the most pro- 
ductive uses. This harmony, it must be 
insisted, is not produced by any benevo- 
lence inherent in individuals or by the 
wisdom of government or by a generous- 
ly disposing hand of nature but is the is- 
sue of the pecuniary interest operating 
under conditions that allow of no other 
result. The famous invisible hand of the 
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Wealth of Nations is nothing more than 
the automatic equilibration of a competi- 
tive market." 

But Smith did not rest his case for 
competition on demonstrating that it 
alone could best serve the material inter- 
ests of the individual. From the nation’s 
viewpoint the maximizing of the annual 
product increases the power of the state. 
In this way he elucidated his thesis that 
only through freedom can the power of 
the nation be advanced and can individ- 
uals realize their natural rights. In this 
sense did he believe that what was good 
for the individual was best for society. 

He was not, however, sanguine over 
the prospects of achieving such a social 
order. If the intrenched prejudices of the 
public against competition could be over- 
come, there would remain the more for- 
midable resistance of vested interests, the 
defeat of which he thought most unlikely. 
This alone should dispose of the notion 
that he believed the competitive order 
was part of the ineluctable workings of 
a benign nature. Not only was he far re- 
moved from such a faith, but he was far 
also from having much confidence in the 
ability of individuals to know their own 
welfare. If he was at all optimistic, it was 
only in thinking that the economic man 
—as frail as he was in understanding and 
frailer still in execution—still knew his 
interests better than his governors could 
know them, and in thinking that the 
economy would be better off if each indi- 
vidual looked after his interests in his 
own way. 

There is still another qualification 
which must be made to the beneficence 
of the pecuniary interest. Even when it is 

"3 Cf. ‘The mutual advantage of free exchange is 
the meaning of the ‘invisible hand’ directing each 
to serve the interests of others in pursuing his 
own” (F. H. Knight, ‘‘The Sickness of Liberal 
ed in Freedom and Reform (New York, 1947], 
P. 377). 
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expressed in a competitive market, it has 
only a tendency to produce a harmonious 
order. Smith did not say that competi- 
tion invariably produces the greatest 
possible wealth and a most desirable dis- 
tribution of it. (And of course he denied 
with even greater force that the opera- 
tion of avarice is desirable in every kind 
of environment.) In the freest of markets 
individual enterprise will not find it 
profitable to supply certain indispensable 
goods and services, and their provision 
must be undertaken by the state. Apart 
from this failing, free enterprise divides 
the national wealth in a way which is de- 
ficient by most standards of distributive 
justice. Individuals will receive what 
they are worth on a free market, but the 
way in which the market values their 
services and the way in which they 
should be valued will be two very differ- 
ent things if power and luck are unequal- 
ly distributed. 


IV 


If Smith’s views of social behavior 
were to be related to the questions raised 
in the opening pages of this essay, it 
would be possible to find four different 
levels of conduct described in the Wealth 
of Nations and in those parts of the Lec- 
tures most consistent with it. He stated 
that one portion of the behavior of men is 
like the behavior of all biologic organisms 
seeking to gratify physical tastes, al- 
though this level is not described in any 
detail. More important is the conduct of 
the individual as a psychological mecha- 
nism, and throughout his work this as- 
pect of behavior receives the greatest em- 
phasis. Man as a self-interested creature 
is described in great detail. He is proud, 
vain, wilful, indolent, acquisitive, and— 
in viewing other persons as instruments 
to his desires—he is immoral in the most 
fundamental sense. As a psychological 
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mechanism he pursues his interests in a 
way which is governed by his environ- 
ment, and it is the economic aspects of 
this environment which are of most in- 
terest to Smith. One element in the con- 
stitution of the economic man is com- 
pounded of these psychological traits. 
His behavior on this level is purely me- 
chanical, following an invariable pattern 
of stimulus and response. He observes 
an opportunity to add to his wealth 
and unconsciously adopts certain con- 
ventional means in order to take advan- 
tage of it. His behavior on this level is 
anything but rational; he is more like an 
automaton than like a calculating crea- 
ture. It is on a third level of conduct that 
the individual deliberates about the best 
means of achieving certain given ends, 
like fortune or fame. Here the economic 
man ponders over the best way of laying 
out his fortune and talents in order to ac- 
quire the largest returns. Not all these 
returns are narrowly economic, and some 
are not economic at all. He may desire 
prestige, ostentation, power, and other 
marks of social superiority as well as an 
increase in his wealth, but, whatever is 
the goal he seeks, he does not question it. 
On the fourth level of conduct, the indi- 
vidual deliberates about the objectives 
which it is proper for him to pursue. It 
is of the nature of conduct on this level 
for men to consider the most suitable use 
to which their material possessions shall 
be put, to examine ways of best using 
their freedom and of increasing it. As a 
result of such deliberation their environ- 
ment is consciously changed and be- 
havior on all other levels, which assume 
given means or given ends, or both, is 
altered. 

So much for what Smith did believe 
when he wrote the Wealth of Nations. It 
is illuminating to consider what he did 
not say, by way of contrast and in order 








to summarize his principal views of hu- 
man nature and society. He did not say 
that the economic man was a rational 
creature who invariably pursues his pe- 
cuniary interest and is uniformly success- 
ful in realizing it. He may be acquisitive 
or not, depending on his environment 
and on other traits and desires; he may 
be a rational creature or he may be a pas- 
sive agent, depending on his ability to 
rise above the levels of mechanical be- 
havior. Smith did not say that the eco- 
nomic man was moved by a providential 
force and was preordained to occupy an 
utterly harmonious social order. The eco- 
nomic man is governed by human nature, 
expressing itself in manifold ways, and 
how it came into being Smith does not 
say. In view of the salient omission of 
any reference to natural law, it seems rea- 
sonable to assume that human nature is 
a datum. The natural order of the eco- 
nomic man is the product of his pecuni- 
ary interest seeking expression on a free 
market. The natural order is simply com- 
petition. As competition has its origin 
partly in the psychological constitution 
of men and partly in their natural rights, 
it had a more compelling justification 
than any alternative form of economic 
organization. The economic man is any- 
thing but benevolently inclined, and the 
good works which he performs are no part 
of his intention. On the most competi- 
tive markets the consequences of his acts 
can be undesirable and require social in- 
tervention. Finally, the economic man is 
not a free agent with the right of produc- 
ing what he pleases, selling where he 
pleases, and of doing with his wealth 
what he pleases. He is subject to the se- 
vere discipline of competition and the 
more formal restraints imposed by law. 
His freedom of enterprise stops short of 
the privilege of denying freedom to 
others. 
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None of the conceptions of economic 
behavior offered by Smith in his three 
major works conforms to the accepted 
version of the economic man. If any of 
Smith’s abstractions resemble this mon- 
strosity, it is the economic man of the 
Theory of Moral Sentiments, but even 
here the resemblance is slight, consisting 
only in their both being governed by nat- 
ural law. In Smith’s later works, which 
contain little or no reference to natural 
law, his conception of economic behavior 
is radicaliy different. In the Wealth of 
Nations, particularly, Smith presented a 
twofold justi‘cation of economic free- 
dom. Reasoning from the doctrine of 
natural rights, he declared that each man 
should be free to pursue his material in- 
terests in his own way. He also declared 
that the psychological traits of man led 
him to specialization and exchange. The 
consequence was a social order in which 
freedom was respected as a value in it- 
self and as the most effective means to 
other values. Even though he could not 
be in sympathy with many of the mo- 
tives and tastes of the economic man, 
Smith accepted him in preference to 
those who previously had dominated so- 
ciety. However rough and imperfect he 
was, his vigor held more promise than 
the lassitude of the aristocracy. Smith 
raised the economic man from the class 
of pariahs, giving him a new status as 
well as a new freedom, because in com- 
petitive behavior he saw the requisites of 
cultural progress. He gave a new em- 
phasis to individualism by making free 
economic behavior a natural right, by as- 
serting that men should be free to seek 
their own welfare because they were men, 
not agents in the hands of an inexorable 
nature (however benevolent) or of an 
omnipotent state. 
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HOW MUCH CAN PLANNING DO? 


DAVID McCORD WRIGHT 


pay “planning” derives the greater 
: eo of its emotional appeal not so 
much from the belief that it is a better way 
to settle conflicts and difficulties as from the 
belief that it will avoid them. In other 


words many people seem to feel that most of . 


the standard social problems—for example, 
the conflicts of change with stability—will 
not even arise under a regime of comprehen- 
sive planning. 

This attitude is filled with pitfalls for the 
overenthusiastic and can lead them into all 
sorts of ventures without adequate prepara- 
tion. Accordingly, the writer’s brief Econom- 
ics of Disturbance* was offered quite as much 
as a contribution to the literature of plan- 
ning as it was for a critical appraisal. My aim 
was not to settle problems but to point them 
out and to show their frequent universality. 
I wished, in particular, to demonstrate that 
many economic instabilities and frictions 
were in the last analysis problems more of 
basic social values than of economic organi- 
zation. 

Dr. Lawrence Klein, in a short but sweep- 
ing review, denies almost my entire thesis.’ 
He appears to maintain that “capital ac- 
cumulation in relation to the profit motive, 
a purely capitalist phenomenon, is the root 
of all [sic] economic evil.”’ If we abolish the 
profit motive, it would seem, the economic 
lion will lie down with the lamb, and so on. 
In commenting upon Klein’s critique, I am 
somewhat at a disadvantage since he has 
given no reasons, and it has been impossible, 
due to pressure of circumstances, for him to 
make an amplification of his argument. 
Nevertheless, the problem is vital. I can well 
understand why some people might still pre- 
fer comprehensive planning even though it 

*D. McC. Wright, The Economics of Disturbance 
(New York: Macmillan Co., 1947). 

*See Klein’s review in the Journal of Political 
Economy, December, 1947, p. 576. 


entailed more or less indefinitely recurring 
bouts of rationing and a great retardation of 
technical change. But surely, if that is the 
price of perfect planned stability, we ought 
to know it and not try to conceal it with 
flowery and evasive language. I am there- 
fore offering here a brief restatement of my 
position and a general invitation to Dr. 
Klein, or to others who are interested, to try 
to break my model. 

Certain preliminary misconceptions must 
first be cleared away. According to Klein, 
The Economics of Disturbance argues that 
“‘we are merely the innocent victims of dis- 
turbances that would affect any type of 
social-economic organization of our day.” 
This is quite erroneous. The book does not 
maintain that every conceivable modern 
social-economic system would feel our dis- 
turbances. It does not even say that our own 
system need feel our disturbances with any- 
thing like the same violence that we have 
hitherto experienced. What I do say, how- 
ever, and am prepared to maintain, is that 
any social-economic system having our basic 
social values would feel the same pressures 
toward disturbance which we now exper:- 
ence; and that these pressures, while they 
could be offset to a considerable extent, could 
never be completely removed without even- 
tually destroying our basic social values 
themselves. There are two main groups of 
questions involved. The first concerns tech- 
nical problems of economic stability. The 
second deals with fundamental problems of 
general social change and technological ad- 
vance. We shall begin with economic in- 
stability. 

It seems unlikely that even the most ar- 
dent planner would dispute the proposition 
that a growing socialism would have a price- 
level problem, i.e., would need to come to 
some decision as to the desirable relative 
rates of change of MV and output. Accord- 
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ingly, there is no need to recapitulate the 
discussion of saving, the price level, and the 
relationship of ex ante prices to income with 
which The Economics of Disturbance begins. 
Again few would dispute that liberal social- 
ism would have some forecasting difficul- 
ties—increasing in importance with the de- 
gree of freedom of choice permitted.’ The 
important technical point which remains is 
the contention that the instability of the 
durable-goods industries—admittedly a per- 
sistent source of fluctuation in our economy 
—is frequently the outgrowth of liberal eco- 
nomic values rather than of the distribution 
of wealth, the profit motive, or other capital- 
ist factors. I maintain that a socialist govern- 
ment, confronted with certain types of situa- 
tion likely to be constantly recurring in a 
technologically progressive society, will find 
itself caught in a conflict of values which 
could be resolved, if at all, only by methods 
already open to capitalism.‘ 

The frequently recurring problem, thus 
referred to, may be called the “backlog” 
problem. Given a fairly stable pattern of 
tastes, plus interruption of production for 
several years, the rate of output necessary 
to make up a backlog of durable goods will 
often be greatly in excess of the long-run 
equilibrium rate, once the backlog has been 
satisfied. Housing points up the dilemma. 
President Truman, in one of his first ad- 
dresses after taking office, unwittingly ex- 
emplified the split personality of modern 
liberalism by calling, in the same speech, for 
a greatly accelerated rate of house construc- 
tion and a world of more secure jobs. If we 
assume that there are a number of impor- 
tant industries in a similar position with 
housing, it follows that perfect planned sta- 
bility of the durable-goods industries can be 
attained only by the use, as a major weapon, 
of one (or both) of the two following meth- 
ods of planning: (a) rationing of the con- 
sumer and retardation of change or (8) “‘fill- 


3 Economics of Disturbance, chap. iii. 


4I am glad to be able to cite Professor Kenneth 
E. Boulding as agreeing with me on this point; see 
his review of Disturbance in Review of Economic Sta- 
tistics, February, 1948, p. 74. 
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ing in” by government or other agencies 
when the spontaneous demand drops off. 

The backlog problem, furthermore, does 
not stop with war or other similar interrup- 
tions. Important changes in taste or new in- 
ventions may also invoke it. Professor Sam- 
uelson’s recent strictures upon those who re- 
gard the slump as the “‘price we pay” for the 
boom are therefore not wholly justifieds 
There is a very real and important sense in 
which the “overbuilding” of the durable- 
goods industries, which often underlies the 
cycle and causes the slump, is the outgrowth 
of the rapid satisfaction of wants for which 
we have clamored. Can we both “stabilize” 
the steel industry and have all the steel we 
now want, right away? 

Thus baldly stated, the “backlog”’ argu- 
ment is open to a number of objections, 
qualifications, and elaborations, most of 
which, I believe, are given in The Economics 
of Disturbance, and the reader is referred to 
that text. However, there are two points 
which are especially frequent sources of mis- 
understanding and which consequently de- 
serve some mention. The first of these is the 
contention that, if we reach a “glut,” we 
can, by redistribution, raise the propensity 
to consume and create an additional market. 
This is of course correct, but it overlooks two 
facts: (a) The glut may be temporary—in a 
few years we may want more saving, and a 
rapid shifting of the consumption function 
(in a democratic society) is very difficult. 
(5) In the model given in my book I was 
postulating a socialist society which had al- 
ready reached an “‘ideal’’ distribution of 
wealth and hence would not want to disturb 
it. 

A second major source of misunderstand- 
ing concerns the size of the backlog. Because 
of a spontaneous rise in consumption habits, 
or the extent of wartime destruction, or 
other factors, it could happen that the size 

5 Paul A. Samuelson, “Deflation Need Not Mean 
Depression,” New York Times Magazine, February 
22, 1948. Of course, I would agree with the thesis 
involved in Professor Samuelson’s title. Also, as 
explained above, I see no need for us to doom our- 
selves to the passive acceptance of endless defla- 
tion. 
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of the new backlog might be found to have 
become so enormously great that existing 
facilities even when worked at capacity would 
not be able to do more than expand at an 
“equilibrium” rate—if that. I am not sure, 
for example, that the present world backlog 
of steel demand (possibly even the American 
demand) may not now have become so great 
as to make the backlog problem largely ir- 
relevant to a steel industry of the present 
size of our own. In other words, all our pre- 
war quantitative ideas may be out of date. 
Accordingly, my modei would not be appli- 
cable unless there were a still further great 
expansion of durable-goods industry. 

From Klein’s point of view, however, 
there is one interesting and somewhat ironi- 
cal aspect of this entire problem. He is 
caught in a serious quandary. For, in order 
to break my model, he must assume one of 
two things: (1) that the size of the backlog 
may have risen as just outlined or (2) that 
new wants and new techniques will “spon- 
taneously” emerge in steady stream. But, if 
either of these assumptions is literally true, 
what becomes of Klein’s own ultra-Keynes- 
ian-cum-Marxian model?* His entire eco- 
nomic philosophy is founded on the idea 
that capitalism must experience an inevi- 
table capital glut. But, in order to refute my 
position, he will have to adopt an outlook 
toward investment outlets nearly as ex- 
treme as that sometimes implied by Profes- 
sor Knight. 

The middle-of-the-road attitude taken 
toward investment outlets in The Economics 
of Disturbance may be very briefly stated. 
While Professor Knight’s logic concerning 
investment outlets in a “given” situation is 
not accepted in full, the writer does believe 
that, theoretically, investment outlets are 


*Klein might invoke a Marxist doctrine of his- 
tory and claim a capital glut as the sole cause of 
war. This extremely dubious idea is discussed at 
length in my forthcoming essay on “The Pros- 
pects for Capitalism,” chap. xiiiin Survey of Contem- 
porary Economics (Philadelphia: Blakiston, 1948). 
It is noteworthy, also, that Klein repeated his 
long-run pessimistic forecasts after the war was 
over (see Klein, The Keynesian Revolution [New 
York: Macmillan Co., 1947]). 
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“boundless” for the reason that an economic 
“situation” is never “given” except in- 
stantaneously. In other words, changes in 
tastes, consumption levels, and techniques 
are “spontaneously” and constantly appear- 
ing, and there is good historical reason for 
supposing that, with reasonably intelligent 
policy, these overlapping rates of change 
will give, on the average, adequate employ- 
ment. In the short run, however, institu- 
tional and other frictions, some of which are 
bound occasionally to appear—for example, 
a lack of “perfect” foresight and knowledge 
—may cause intervals in which demand for 
investment goods is temporarily insufficient. 
Where I diverge from many of my fellow- 
Keynesians is in the rejection of their ad hoc 
assumption that such quasi-gluts are 
“bound” to be “permanent.” I agree with 
them that depression policy should aim at 
maintaining national income or, at any rate, 
at restricting its fall. But I see no necessity 
for the punitive and unnecessary attacks 
upon saving and the capitalist incentives 
which they seem to feel an indispensable 
concomitant of their theory. These attacks 
are not, in my opinion, to be justified on 
“functional” grounds but are the results of 
an ethical prejudice which may or may not 
be correct but which can be discussed only 
in an entirely different frame of reference 
from the mechanics of planning. In other 
words, I hold that, if we prevent serious de- 
flation and at the same time do not throw 
too many monkey-wrenches into the system 
through bad taxes, tariffs, etc., new invest- 
ment outlets will emerge—and that in a 
fairly short time. 

The solution apparently favored by Dr. 
Klein, on the other hand, is one of nearly 
complete ex ante planning of the flow of in- 
vestment. He argues that only thus can we 
be sure in advance that there will be a 
smooth investment flow. Klein gives the im- 
pression that the logic of this contention is 
disputed in The Economics of Disturbance 
and that the writer does not believe that 
such a program could succeed. Quite the 
contrary. I think he is perfectly right in say- 
ing that such a system of ex ante licensing is 
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the only way we can always guarantee future 
stability. Indeed, I wrote my book to prove 
it. Also, given reasonable skill and knowl- 
edge in planning, the program he advocates 
might well succeed—as far as over-all sta- 
bility is concerned. But what I do say is that 
such ex ante stability could be obtained only 
at the price of some rationing and some re- 
tardation, or “queuing” up, of new inven- 
tions. 

In so far as Klein and others argue that 
rationing and the slowing down of technical 
progress are better than another depression, 
they are perfectly correct and consistent, 
and if that were the whole story I should 
agree with them. Fortunately, however, 
there is more to the matter than that. I see 
no need for such a detailed advance guar- 
anty of stability as he wishes in the light of 
the various stabilization techniques we now 
have. For reasons shortly to be given it 
seems to me greatly preferable to let the 
private economy go ahead and make its 
rapid “over”-expansions—but to stand 
ready meanwhile to see that deflation does 
not go too far. 

What is disturbing to me, however, is 
that Klein and many others of his school 
never put their argument as straightfor- 
wardly and as bluntly as I have given it in 
the preceding paragraph. With the out- 
standing and honorable exception of Profes- 
sor Alvin Hansen, who alludes to “inevi- 
table bulges,”’’ many plannersin this country 
present not a choice between stability and 
rapid satisfaction but a propaganda claim to 
be able to give the people both as rapid 
growth, change, and freedom from rationing 
as under a competitive economy and com- 
plete stability. Yet in so far as they claim to 
be able to do the trick by over-all planning 
alone their claim is demonstrably fraudu- 
lent. Comprehensive planning, by itself, 
avoids the clash of technical progress and 
stability only as it slows down the progress. 
This is the issue which many American 
ultra-“liberal” economists are trying des- 
perately to evade. The policy which comes 


7In his Economic Policy and Full Employment 
(New York: McGraw-Hill, 1947), p.s52. 
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nearest to reconciling the irreconcilable is 
the despised capitalist policy of compensa- 
tory finance unaccompanied by gratuitous 
attacks upon the incentives of the system. 

So far we have been concerned with 
mechanical problems of stability. Far more 
important are the basic questions of tech- 
nological and artistic spontaneity and of 
freedom in general, especially adequate free- 
dom to create. As long as we fix our minds 
upon technical stability alone, Klein’s me- 
chanical approach is very persuasive. Never- 
theless, the writer submits that it is seriously 
inadequate. While it may seem paradoxical 
for an economist of my outlook to cite 
Thorstein Veblen to Klein, it nevertheless 
seems to me that almost the whole of 
Veblen’s analysis of the “vested interest” 
can be carried over into the planning prob- 
lem. It is only when we look at man as a 
mere consuming machine that we can feel 
that equalitarian socialism will avoid per- 
sonal insecurity and sabotage.* As soon as 
we admit that some people enjoy their work, 
then a residual friction survives which can- 
not be eliminated short of a world of ab- 
solute unselfishness. The paradoxes of this 
point of view are explored in my Democracy 
and Progress.® 

But the analysis of The Economics of Dis- 
turbance is carried one step further. The con- 
tention there sketched, and later elaborated 
in Democracy and Progress, is that under a 
regime of comprehensive planning the plan- 
ning group will come to have the final deci- 
sion as to who shall be allowed to hold indus- 
trial power. And at this point we encounter 
the vital principle of the decline of the self- 
perpetuating group. Routinizing of promo- 
tion (which is often the real meaning of 
“professionalizing”) will lead, I submit, to 
progressive decline in the imagination and 
flexibility of those in control. This phe- 
nomenon applies not merely to science but 
to art and to all forms of social life. I am 
happy to be able to quote an excellent state- 
ment of my position from an independent 


®See Wright, op. cit., chap. iii. 
*(New York: Macmillan Co., 1948), chaps. i, ii. 





























source, Huntingdon Cairns’s “Composers 
Must Eat,” in the Adlantic Monthly for 
March, 1948: 


Both commercial and state patronage are 
defeated in the end by the same obstacle; the 
artist must establish his ability to the satisfac- 
tion of some authoritative jury. Neither busi- 
ness nor the state can afford to endow all who 
wish to follow an artistic career. There must 
be a selection of some kind. Inevitably the 
selection will be made by those regarded as 
most competent to judge—that is, by those 
who have already established their reputations 
in the field. But as a general rule it is the 
young and unestablished who support the 
innovations which appear in the life of art 
and without which it becomes stereotyped and 
sterile. What we may expect from official boards 
is typified by the French Academy—which, as 
has been remarked, is always half a generation 
behind the current practices. Moliére, La 
Fontaine, Zola, Hugo, all were frowned upon 
by the Academy. 

At the same time organizations of that type 
foster standards which ought to be maintained. 
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But since official boards will be composed of 
elderly specialists, it cannot be expected that 
the encouragement they will give to art will be 
of the kind that will foster that anarchic ele- 
ment without which art ceases to grow. 


Klein’s policy of over-all planning is good 
mathematics. But the sociology of the sub- 
ject needs also to be remembered. To the 
extent that men become less avid for knowl- 
edge, routine minded, and unenterprising, if 
no worse, his socialism could and would 
work smoothly—always assuming no impor- 
tant shocks from outside. But that is not 
solving the problem of the liberal state, nor 
does it meet the eternal social puzzle of 
striking a balance between bureaucratic and 
(in Max Weber’s language) “charismatic” 
leadership. No doubt some men would be 
happy in Klein’s state. But would they be 
the sort of men we are accustomed to call 
free? Dr. Klein’s review does not consider 
this question. 


UNIVERSITY OF VIRGINIA 





REGIONAL MULTILATERAL CLEARING 


RENDIGS FELS 


N A recent article, Mikesell has explored 

the role of the International Monetary 
Fund and the International Trade Organi- 
zation in a world of planned economies.’ As 
he sees it, the Fund agreement was based 
on the assumptions that (1) “the bulk of the 
world’s business, internal and external, 
would be in private hands with a minimum 
of planning and direct participation by gov- 
ernments” and (2) “the post-war transition 
period during which most nations would 
need to maintain exchange and quantitative 
trade controls . . . would be relatively short 
—say three to five years. . . .”* Since these 
assumptions thus far have given little 
promise of fulfilment, “‘the Fund should en- 
courage the broadening of existing bilateral- 
payments arrangements to include several 
countries and perhaps the establishment of 
regional, multilateral clearing mechanisms 
which would permit transferability of bal- 
ances arising out of current transactions 
between members of a limited group of 
countries.” “‘A successful multilateral trad- 
ing system depends first of all upon the will- 
ingness of nations to abandon political 
motives in the determination of the charac- 
ter and direction of their trade. . . . How- 
ever, if we are to have two worlds, politically 
and economically, limited multilateralism 
is better than none.” Furthermore, “the 
fact that most countries are not in a posi- 
tion to permit free transferability of their 
currencies into dollars or other so-called 
hard currencies should not preclude their 
transferability into soft currencies.”’s 


* Raymond F. Mikesell, “The Role of the Inter- 
national Monetary Agreements in a World of 
Planned Economies,” Journal of Political Economy, 
December, 1947, pp. 497-512. 


? Ibid., p. 408. 
3 Ibid., pp. 509-10. 


4 Ibid., p. 510. 
5 Ibid., pp. 510-11. 


The purpose of the present note is to dis- 
cuss some problems of regional multilateral 
trading in a world characterized by planned 
economies, by groups of countries hostile 
politically though not actually at war, and 
by hard and soft currencies. If trade is to be 
genuinely multilateral, it must be based on 
the assumption that the patterns of trade 
will within reasonable limits endure. West- 
ern Europe cannot obtain the full benefits of 
multilateral trade with Eastern Europe (and 
vice versa) unless the one adapts its produc- 
tive capacity to the goods needed by the 
other. Yet Western Europe faces the danger 
that a change of policy by Eastern Europe 
will cut off its food supply, forcing upon it 
a costly and tedious process of readjusting 
its output in order to export to countries 
willing and able to expand food production. 
Therefore, despite the fact that plans for the 
termination of European Recovery Program 
aid by 1952 require such trade, it will be 
inadvisable for the Marshall Plan countries 
to become dependent on trade with the 
Soviet orbit. The use which Nazi Germany 
made of close trading relations with its 
neighbors is lesson enough. Furthermore, it 
would not be expedient for European Re- 
covery Program countries to become over- 
dependent on trade with South American 
countries whose future policy is undepend- 
able. 

Another prerequisite for full multilateral 
trade within a region is abandonment, at 
least for certain products, of quantitative 
restrictions and planning of trade. It would 
be possible, of course, for groups of coun- 
tries to negotiate multilateral deals. For 
example, Great Britain might export speci- 
fied quantities of machinery to France, in 
return for which France would export speci- 
fied quantities of industrial products to 
Benelux, with the latter completing the 
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circle by exporting food products to Great 
Britain. But such deals are clumsy. Barter 
could not be expected to yield anything like 
the full benefits of multilateralism. 

One consequence of the above reasoning 
is to create a problem for International 
Monetary Fund policy. Equilibrium in the 
balance of payments within the region, un- 
less maintained by exchange control, would 
very likely call for revision of exchange 
rates. If, for instance, Great Britain took 
part in multilateral clearing with the 
European Recovery Program nations and 
developed a chronically favorable balance 
with them, it would be desirable to appreci- 
ate the pound relative to other members of 
the region. It would not be desirable, how- 
ever, for Great Britain to appreciate the 
pound relative to the hard currencies; nor 
would it necessarily be desirable for the re- 
gion as a whole to depreciate its several cur- 
rencies relative to hard currencies by the 
same percentage it might wish to depreciate 
them relative to the pound. In other words, 
it would be advisable not to respect the 
cross-rates of exchange. 

International Monetary Fund policy to 
date has held that respect for cross-rates is 
vital. In the case of the French devaluation, 
to which the Fund took exception, the cru- 
cial point hinged on the desire of France to 
depreciate more, relative to the dollar than 
to the pound. Whether the Fund’s position 
in objecting to such discrimination was jus- 
tified is not under consideration here. The 
point is that policy with respect to cross- 
rates should be relaxed in cases of intra- 
regional disequilibrium.® 

A more important difficulty lies in the 
field of planning production. No nation can 
afford to subject its supply of goods saleable 
for hard currencies to unrestricted purchase 
by other members of the region. Hence, the 
volume and prices of such goods to be traded 
intra-regionally will necessarily be a matter 
for the awkward processes of negotiation. It 
might very well be in the interests of a re- 


*It might, however, be advisable to respect the 
cross-rates in order to prevent arbitrage. 
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gion to allow one of its members to special- 
ize in exports to hard-currency countries to 
a greater extent than the country could by 
its own efforts, even though some other 
member of the region might have to suffer 
some reduction of such exports. In other 
words, it would be extremely desirable to 
develop the use of hard currencies for select- 
ed purchases within the region on the basis 
of long-term commitments. The commit- 
ments would have to be long term to pro- 
tect countries specializing in supplying the 
needs of the purchasers. Such a development 
would facilitate the eventual inclusion of 
hard-currency countries in the region. 

All this involves a considerable modifica- 
tion of United States policy, which so far 
has been directed primarily toward a re- 
turn of multilateral nondiscriminatory trad- 
ing. It must be remembered that removal of 
the static assumptions underlying the clas- 
sical principles of comparative cost con- 
siderably weakens the case for nondis- 
crimination. A modern country with a 
planned economy must develop its produc- 
tive apparatus so as to take account not 
only of the risks involved in possible disrup- 
tions of trading relationships but also of the 
prospects for cumulative technological ad- 
vance. Britain’s problem is not only to find 
a dependable supply of food and raw materi- 
als but also to do it in such a way as to cre- 
ate the greatest possibilities for industrial 
development. 

It may very well be that the one major 
inconsistency in American foreign trade 
policy—the subsidization of agriculture’7— 
may be entirely in harmony with the reali- 
ties of the world situation as it is now devel- 
oping. The American desire for an uneco- 
nomic level of farm output may find its 
counterpart in an uneconomic desire by 
Western Europe for a food supply upon 
which it can depend. 


VANDERBILT UNIVERSITY 
7 Cf. D. Gale Johnson, ‘“‘Reconciling Agricultural 


and Foreign Trade Policies,” Journal of Political 
Economy, December, 1947, pp. 567-71. 





THE GERMAN REPARATIONS PROBLEM 


CARL LANDAUER 


TCHFORD’s and Ross’s recent account 

of the technical negotiations which 

were intended to implement the Potsdam 

Agreement, by determining the permitted 

level of German industry, is a most depress- 

ing document.' The facts which it reports 

will provide future historians and, one must 

fear, German nationalists with powerful 
material for criticism of Allied policies. 

At Potsdam, the Big Three had not mere- 
ly agreed on the elimination of the Ger- 
man army and of the German munition in- 
dustries including the manufacture of air- 
craft and seagoing ships. They had also de- 
cided that the industries which are equally 
necessary for war and peace should be “‘rig- 
idly controlled and restricted to Germany’s 
approved peacetime needs.’ the latter be- 
ing defined as those of an average European 
standard of living.’ Therefore it became 
necessary to determine how much of each of 
the critical industries Germany would need 
by this standard. In an atmosphere less per- 
meated by power politics, this task would 
have been approached as a problem of sta- 
tistical technique and objective economic 
science. But, with four powers of widely di- 
vergent interests and ideas about Germany’s 
future trying to translate the Potsdam for- 
mula into specific quantitative provisions, 
political compromise took the place of ob- 
jective calculation. Ratchford and Ross, 
from their own experience as members of the 
technical staff, illustrate by numerous ex- 
amples the statement made about a year 
ago by David Ginsburg who, as United 
States alternate in the Economic Director- 

*B. U. Ratchford and Wm. D. Ross, Berlin 
Reparations Assignment: Round One of the German 
Peace Settlement. Chapel Hill: University of North 
Carolina Press, 1947. Pp. xii+259. $3.50. 

* Quoted by Ratchford and Ross, ibid., p. 205. 

3 Ibid., p. 206. In calculating the average, the 
United Kingdom and the Soviet Union were to be 
excluded. 


ate, was closer to the ultimate decisions: 
“Differences in viewpoint on particular in- 
dustries were frequently resolved by averag- 
ing the four positions. The average some- 
times had no bearing on the actual need.” 

In this respect as in others, Germany’s 
chance of survival was crippled by disagree- 
ments among the victors, a fact which some 
German critics of Allied policy are beginning 
to stress. Unity of purpose, however, was 
inconceivable in a coalition between the de- 
mocracies and the Soviet Union, and the 
author of that coalition—the unwilling one, 
to be sure—was Hitler. Some of the evil 
effects of inter-Allied bickering and compro- 
mise are just as surely an ultimate conse- 
quence of Nazi policy as was the ruin of Ger- 
man cities. 

Another extenuating circumstance for the 
imperfections of Allied negotiations can be 
found in the environment in which they had 
to be carried on. Ratchford and Ross have 
given us a vivid description of the physical 
difficulties of running the machinery of com- 
mittees and investigations in ruined Berlin, 
and of the far greater handicaps resulting 
from the hasty selection of personnel, from 
the desire of some qualified men to return 
home at the earliest possible moment, and, 
most important of all, from the preoccupa- 
tion of a number of officers and civilian em- 
ployees with the enrichment possibilities of 
the black market. Even with the greatest 
wisdom and energy, the War and State de- 
partments could not have eliminated more 
than a small part of these unfortunate cir- 
cumstances, which were the natural results 
of the conditions in which the American 
army had to be organized and of the condi- 
tions in which the war had left Europe. 


4 David Ginsburg, The Future of German Repara- 
tions (“Planning Pamphlets,” Nos. 57-58 [Wash- 
ington, D.C.: National Planning Association, March, 
1947]), p. 68. 
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But there is no excuse for the appalling 
failure of Americans in responsible positions 
to form even a halfway correct idea of the 
difficulties involved in limiting German in- 
dustry. In order to calculate what the Ger- 
mans would need to maintain the defined 
standard of living, it was necessary to draw 
up a master plan for the future production, 
consumption, and foreign trade of Germany. 
Even for a country with essentially the same 
resources as in the pre-war period, it would 
have been extremely difficult to compile 
such a plan with sufficient assurance of ac- 
curacy, since there were no precedents and 
even the methods of planning could only be 
worked out “‘on the job.” Furthermore, in 
Germany, all the data for a plan had been 
changed by the territorial provisions of the 
Potsdam Agreement: the Reich had lost 
about 25 per cent of its agricultural soil 
through the surrender of her Eastern prov- 
inces to Poland, and the inhabitants of these 
provinces together with the vast majority of 
the German-speaking population of Eastern 
Europe had been dumped into the rump 
Reich, making this one of the most densely 
populated areas of the continent. No com- 
mittee of experts could possibly hope to an- 
ticipate the effects of this enormous trans- 
formation in detail and to draw a quantita- 
tive picture of a future German economy 
capable of sustaining the lives of the Ger- 
man people. Unfortunately, none of the 
economists who participated in the technical 
discussions seems to have realized that the 
feasibility of the whole thing was fictitious, 
although Ratchford and Ross did under- 
stand the complete inadequacy of the meth- 
ods used and put some interesting illustra- 
tions on record.$ 

‘Mr. Ratchford and his co-workers of the U.S, 
staff of the Level-of-Industry Committee frankly 
told General Draper of the Economic Directorate 
that the U.S. proposals for the industry ceilings 
might prove impracticable. “Our final answer was 
that the plan would work, if at all, only under the 
most favorable conditions—the maximum of cooper- 
ation between the occupying powers, the minimum 
af military interference with industrial operations, 
00 disturbing financial developments, ready ac- 
Ceptance of German goods in international markets, 
ete.” (p. 188). This statement refers to the more 
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There was, for instance, the very enlight- 
ening incident of the number of automobiles 
and trucks which the Germans should be 
permitted to produce. Everybody in the 
Allied councils agreed that Germany must 
develop her agriculture to high intensity. In- 
tensive agriculture requires a great deal of 
rapid, short-distance transportation. Ger- 
many, therefore, will need many automotive 
vehicles even in a state of poverty—but to 
determine even their approximate number 
is not a task for an economic planner but for 
a crystal-gazer. Nevertheless, Mr. Ratch- 
ford, as United States delegate to the Level- 
of-Industry Committee set up by the Eco- 
nomic Directorate, calculated “‘on the basis 
of the European average” that an annual 
production of 70,000 passenger cars and 
40,000 light trucks should be permitted in 
Germany. Copies of the study “‘were sent to 
General Draper* and Genera! Clay but were 
not brought to their attention.” While 
Ratchford’s British and French colleagues 
proposed similar figures, the Soviet delegate 
would permit only 20,000 passenger cars and 
40,000 light trucks. But when the matter 
was discussed with General Clay, “he di- 
rected that the U.S. proposal should be 20,- 
ooo passenger cars and 20,000 light trucks, 


liberal plan of the U.S. delegation and therefore 
applies with even greater force to the lower ceilings 
of the Level-of-Industry plan of 1946, as it came 
out of the quadripartite negotiations. On this scheme 
the authors quote the final U.S. report: “This 
large program of capital removals is an experiment 
unique in the history of the world. Its effects can- 
not be precisely predicted, but many secondary 
repercussions will result from the wholesale up- 
rooting of industrial plants. No margin has been 
allowed for this effect and the reductions in effective 
producing capacity will be greater than indicated” 
(p. 189). One might ask why Mr. Ratchford and his 
colleagues worked out a plan which they regarded 
as probably unworkable, and helped achieve a 
compromise which they knew made no allowance 
for inevitable repercussions, The answer is implied 
in the whole book: all concerned believed that 
agreement had to be sought at almost any price. 
If this was a mistake, it was at least an understand- 
able one. 

6 Director of the Economics Division of OMGUS 
and U.S. representative in the Economic Directo- 
rate. 
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on the ground that the automobile industry 
had a high war potential.”’ Neither econom- 
ic nor technological arguments could move 
the general from this position. Eventually, 
the issue was settled by compromise with 
the other delegations on the basis of 40,000 
passenger cars, 40,000 light trucks, and 
4,000 light road tractors.® 

The policy of intrusting decisions of this 
kind to a military man—or rather, imposing 
them on him even without giving him the 
assistance of an adequate staff of economists 
—was more than an administrative mistake. 
It showed that in Washington the moral re- 
sponsibility resulting from total victory was 
not fully understood. We believe that the 
Allies, or at least the Western Allies, were 
the executors of moral law when they de- 
feated Hitler: they were therefore subject to 
moral obligations from which neither the 
enemy’s unconditional surrender nor the re- 
membrance of Nazi crimes could free them. 
Since the victors, for security reasons, had 
to take upon themselves the task of reorgan- 
izing the German economy, they should 
have acted with the conscientiousness ex- 
pected of a trustee. It was certainly not in 
accordance with the obligations of trustee- 
ship, in which every American in a respon- 
sible position should have felt a share, that 
Edwin W. Pauley and his entire staff “de- 
clined the job of implementing the Potsdam 
Agreement,’’® after having represented the 
United States at the Moscow reparations 
conference just prior to Potsdam. As a re- 
sult, the problem was tossed into the lap of 
the Military Government which was unpre- 
pared for it and overburdened with other 
duties. 

The story of the blunders committed in 
determining the industrial restrictions, 
though unfortunate and sometimes scanda- 
lous, should not obscure the more important 
fact that the concept of an over-all ceiling 
on critical industries was unworkable, and 


? Ratchford and Ross, op. cit., pp. 101-2. 

*In the new Level-of-Industry plan of August, 
1947, this figure was changed to 160,000 passenger 
cars, 61,500 trucks, and 19,500 tractors. 


Op. cit., p. 47. 


here, some responsibility of the economics 
profession seems to have been involved. The 
facts, if reviewed without bias, were not 
difficult to recognize or interpret. Whatever 
confidence one may have in the potential- 
ities of over-all planning when information is 
reasonably complete and lessons of past ex- 
perience available, was there any good rea- 
son to believe that the Allies could success- 
fully plan the economic life of 70 million 
Germans, after basic conditions had changed 
so much that there were only question marks 
in place of some of the most vitally impor- 
tant data? Yet little opposition was heard 
from American economists, even from those 
extreme anti-planners, who are usually ultra- 
skeptical about any attempt, however well 
prepared, at designing the future develop- 
ment of an economy. However, great credit 
is due Louis Marlio and Harold Moulton 
who, as early as 1944, had the courage to 
state that over-all ceilings would be unwork- 
able and recommended instead the elimina- 
tion of a few key industries, responsible for 
only a small part of the German national in- 
come but indispensable for serious arma- 
ment.*° 

The Level-of-Industry plan of 1946, 
which Ratchford and Ross helped formulate, 
was suspended almost before it was put into 
operation because the United States and 
Britain felt that Russia and France had 
failed to establish one of its essential pre- 
suppositions by refusing to consent to the 
economic unification of Germany. After de- 
velopments which the authors sketch in a 
concluding chapter, a new Level-of-Indus- 
try plan superseded the old one in the sum- 
mer of 1947. The new plan, with far more 
liberal industry ceilings, is now being used 
to select German factories for dismantling 
as “excess” capacity and for delivery as 
reparations. The Department of State seems 
determined to carry through this process— 
which is wasteful because of transfer costs 
and the loss of efficiency—but it is fairly 
easy to foresee that as a scheme of perma- 


© Louis Marlio and Harold C. Moulton, The 
Control of Germany and Japan (Washington, D.C.: 
Brookings Institution, 1944). 
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nent ceilings** the new plan also will be un- 
tenable. Eventually, it will become apparent 


" According to one interpretation, the ceilings, 
as established in the Level-of-Industry plan, were 
never intended to be permanent. Ratchford and 
Ross put this point in their list of “unanswered 
questions”: “If, at the end of two years, reparation 
removals had been completed, would the Germans 
be free to develop and expand their economy and 
raise their standard of living? Or would their econo- 
my be subject to the limitations in the plan for an 
indefinite period? . . . The Americans, and later the 
British, believed that the Plan should deal only 
with reparations and that a control plan for the 
German economy over the longer period should 
be left to the Peace Conference, The French and 
the Soviets believed that the Plan should embody 
the long-range controls for the economy and the 
standard of living” (p. 185). 

The interpretation of U.S. policy, as given by 
Ratchford and Ross, is supported by the following 
passage in the Department of State declaration of 
December 12, 1945: “The Department of State 
... interprets the standard-of-living criterion to 
refer to the year immediately following the two- 
year period of reparation removals” (quoted by 
Ratchford and Ross, p. 216). Another declaration 
by the Secretary of State under the same date-line 
holds out to the German people the prospect of 
eventually regaining “control over their economy 
subject to such residual limitations as the occupy- 
ing powers decide to impose. These limitations, 
which will be determined by agreement among the 
occupying powers, should, in the opinion of this 
government, be designed solely to prevent German 
rearmament and not to restrict or reduce the Ger- 
man standard of living” (p. 223). 

The United States, however, would have found 
it difficult to defend its interpretation if the other 
partners had been faithful to the Potsdam Agree- 
ment. That agreement stipulated that “productive 
capacity not needed for permitted production shall 
be removed...or if not removed shall be de- 
stroyed” (Ratchford and Ross, p. 205). Germany, 
therefore, was to be deprived of “excess” capacity 
regardless of whether other nations needed the 
equipment or not. As David Ginsberg expressed ii: 
“Reparation was not an objective of the Plan but 
only a result of it” (Ginsburg, op. cit., p. 23). 
The real purpose was industrial disarmament, 
implying a limitation of the standard of living, 
and this purpose could be achieved by ceilings only 
if they were made permanent. What would have 
been the use of destroying German equipment in 
the immediate postwar period, when rearmament 
was out of the question in any event, if Germany 
was to be permitted to rebuild some or all of that 
equipment later? The United States would have 
been forced to recognize this logic inherent in the 
Potsdam Agreement, if the authority of the latter 
had remained intact. 


that the authors of the plan were unable to 
foresee all the gaps which the dismantling 
process would open up in Germany’s indus- 
trial equipment, and the reconstruction of 
some of the previously dismantled plants 
will have to be permitted. Then it will be 
realized that the direct and indirect costs of 
administering over-all ceilings are much 
greater than any conceivable gain for se- 
curity. 

Two errors are in the process of proving 
very costly. The first was the belief that 
maximum security could be gained by inter- 
rupting in as many places as possible the 
chain from primary production to finished 
war goods in the defeated country. In this 
assumption, which apparently prevented 
serious consideration of the Moulton-Marlio 
proposals, the fact was ignored that the psy- 
chological and political security measures 
(often misnamed German re-education) 
were being undermined by the economic ef- 
fects of cumulative industrial disarmament. 
The second mistake was the unwarranted 
conclusion, drawn from events after the 
first World War, that no system of current 
reparations would work. The experience 
that long-term reparations—originally im- 
posed without any serious consideration of 
Germany’s ability to pay and in disregard of 
important currency problems—were stopped 
by the impact of the Great Depression does 
not really offer any evidence against a more 
realistic scheme of annual reparation pay- 
ments or deliveries in a world which has 
learned to mitigate, if not to control, eco- 
nomic slumps. There was no need to leave to 
the Russians, who originally had advocated 
maximum equipment removals and lowest 
industry ceilings, the chance of committing 
the United States to the deindustrialization 
policy and of then shifting, themselves, to 
the inherently stronger position of demand- 
ing reparations from current production. 
Unfortunately, United States diplomacy has 
by now become so entangled in agreements 
with the Allies that it is perhaps impossible 
to return to the path of economic reason ex- 
cept by expensive and tortuous ways. 


BERKELEY, CALIFORNIA 
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The Theory of Social and Economic Organisation. 
By Max WEBER. Translated by A. M. HEN- 
DERSON and TaLcotr Parsons. New York: 
Oxford University Press, 1947. Pp. x+436. 
$6.00. 

It may be significant that the appearance of 
an English translation of Max Weber’s standard 
work, Wirtschaft und Gesellschaft, should have 
been delayed fully twenty-five years from its 
original date of publication. This delay may be 
explained by the fact that, in the English-speak- 
ing world, orthodox economic theory has domi- 
nated the social sciences for a long time and has 
pushed the sociological, historical, and institu- 
tional approach into the background. It was left 
to economic hereticism to explore this sphere, 
thus becoming the predecessor of modern so- 
ciology. 

Although Max Weber has developed his 
thought through criticism of the historical 
school, he can be classified as an institutionalist 
and historicist whose writings are, according to 
Professor Parsons, on a much higher level of 
scientific and cultural sophistication than, for 
example, Veblen’s. Weber combined a refined 
historicism with the analytical precision of Neo- 
Kantianism. Although a sharp critic of Marxian 
historical materialism, he was greatly influenced 
by Marx. One could call him an idealistic expo- 
nent of the belief in the existential determination 
of thought of which Marx represents the mate- 
rialistic version. However, the catholicity of his 
sociological and historical knowledge gives We- 
ber a unique position among the social scientists. 

The work under review is a translation of 
Part I of Weber’s Wirtschaft und Gesellschaft. 
In its four chapters it deals with the methodol- 
ogy of the social sciences, the sociology of eco- 
nomic action, the typology of power and au- 
thority, and class stratification and class struc- 
ture. In his thorough Introduction and exten- 
sive footnotes, Professor Parsons gives a pro- 
found commentary on Weber’s ideas, thus com- 
plementing his analysis of Weber in The Struc- 
ture of Social Action. Within the limits of a re- 
view, it is impossible to mention all the topics of 
a work of such encyclopedic coverage. However, 
three of Weber’s concepts deserve the special 
attention of the economic theorist: his definition 


of sociology, his concept of the “‘ideal type,” and 
his analysis of the capitalist order. 

Max Weber calls his method verstehende So- 
ciologie—that is, a science “which attempts the 
interpretative understanding of social action” 
in its subjective meaning from the “point of the 
persons whose action is being studied” (Par- 
sons, Introd., p. 10). Weber makes a sharp dis- 
tinction between the natural and the social sci- 
ences. The former do not deal with “meaning- 
ful” actions; the latter cannot perform their 
task of causal explanation without taking into 
account the subjective meaning which the act- 
ing individuals attribute to their own conduct. 
This emphasis on the subjective meaning of ac- 
tion is important for economic theory which, 
until recently, has tended more and more to 
eliminate subjective elements from its consider- 
ations. Especially in its mathematical versions, 
it has arrived at a stage in which “the individual 
can vanish from the scene” (Pareto). Max 
Weber has rendered a tremendous service by 
reinstating the subjective element in its essen- 
tial role in the social sciences. It seems that 
recent economic theory, apparently without 
direct influence from Weber, is moving in the 
same direction. In imperfect-competition the- 
ory, in the theory of expectations, and in the 
Keynesian psychological propensities the sub- 
jective element has received increasing empha- 
sis, thereby confirming the validity of Weber's 
analysis. 

Interpretative sociology aims at the develop- 
ment of ideal types, ‘a construction of elements 
abstracted from the concrete, and put together 
to form a unified conceptual pattern” (Parsons, 
The Structure of Social Action, p. 603; Max 
Weber, Gesammelte Aufsitse sur Wissenschafts- 
lehre, pp. 185 ff.). These types exaggerate cer- 
tain aspects of reality whose choice is culturally 
determined; they have a “utopian” character 
(Weber, Gesammelie Aufsitze, pp. 191, 207). 
“Scientific conceptualization is in the nature of 
the case abstract and never fully exhausts or 
reflects concrete reality” (Parsons’ Introd., p 
11). The “rational” models of economic analysis 
have apparently served as the prototype from 
which Weber derived his idea of “pure” or 
“ideal” type (pp. 96, 111, 117). “For the pur- 
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poses of a typological scientific analysis it is con- 
venient to treat all irrational, affectually deter- 
mined elements of behavior as factors of devia- 
tion from a conceptually pure type of rational 
action” (p. 92). However, “the unavoidable 
tendency of sociological concepts to assume a 
rationalistic character’ should not be confused 
“with the belief in the predominance of rational 
motives, or even a positive valuation of rational- 
ism” (p. 167). 

It seems that Weber, in developing his ideal 
types, is concerned with several, not necessarily 
interrelated, problems: the abstract nature of 
thought, the distinction between rational and 
irrational behavior, and the normative orienta- 
tion of action. Although thought is always ab- 
stract in relation to reality, this abstractness 
does not necessitate a one-sided emphasis on 
ideologically preferred value elements. Ideal 
types, although abstract, may contain all the 
“relevant” features of a real social phenomenon. 
Weber stresses the subjective aspect of mean- 
ing; he maintains, however, the possibility of a 
theoretically conceived “pure type of subjective 
meaning attributed to the hypothetical actor or 
actors in a given type of action’”’ (p. 89). This 
may be a meaning not necessarily identical with 
the meaning which the actors themselves attrib- 
ute to their own behavior and even a meaning 
for which possibly no counterpart at all is to be 
found in the realm of psychological reality, The 
rational models of economics are of such a char- 
acter. The rational type of action, however, can- 
not serve as an instrument of interpretative un- 
derstanding of human behavior when this is not 
consciously rational. When a rational model is 
applied to irrational action—or when a rational 
model is applied to action which is being ration- 
alized by the actor but is “caused” by irrational 
forces—the suspicion arises that, in such cases, 
rationality represents a normative ideal which is 
used to evaluate the real action and to criticize 
it for the lack of rationality. 

The concept of the capitalist order forms one 
of the main themes of Weber’s thought. Profes- 
sor Parsons devotes to it a chapter in his Intro- 
duction although it is not treated systematically 
in the translated part of Weber’s work. The 
term “capitalism” is used by Weber not as a 
form of economic organization alone but as a 
distinctive pattern of a whole society (Parsons’ 
Introd., p. 79). It is characterized by rationality, 
ethical universalism, functional specificity; by a 
“drive for active mastery over worldly things 
and interests”; and by a certain irrational devo- 
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tion to acquisition as an end in itself “under 
strict avoidance of all spontaneous enjoyment.” 
In the economic sphere, “rational capitalism” 
means “enterprise with fixed capital, free labor, 
the rational specialization and combination of 
functions, and the allocation of productive func- 
tions on the basis of capitalistic enterprises, 
bound together by a market economy” (p. 
279). Parsons criticizes Weber for not work- 
ing out a generalized and functional concept of 
social action (pp. 14, 18). Apparently he regrets 
the lack of a definition of society as a whole and 
is not satisfied with Weber’s distinction of four 
types of social action—sweckrational, wertra- 
tional (neither term is translatable), affectual, 
and traditional (p. 115)—without a preceding 
definition of social action as such. Weber rejects 
a “functional” concept of society because it may 
lead to illegitimate reification. He interprets col- 
lectivities subjectively, that is, ‘“‘as solely the 
resultants and modes of organization of the par- 
ticular act of individual persons” (p. 101). “For 
sociological purposes there is no such thing as a 
collective personality which acts” (p. 102). Thus 
Weber repudiates the collectivistic and organis- 
tic ideas of the German historical school which 
are by no means absent from orthodox economic 
analysis (e.g., the concepts of national income, 
economic welfare, social maximization, op- 
timum allocation of resources). The most realis- 
tic concept of a social whole seems to be the idea 
of the unity of culture. It has received a socio- 
psychological basis in the Freudian super-ego, in 
Fromm’s concept of the social character (Escape 
from Freedom), and in Kardiner’s basic personal- 
ity structure (Psychological Frontiers of Society). 
Max Weber’s ideal type of the capitalist order 
seems to be based on the same idea: namely, 
that a culture has a uniform structure, a spe- 
cifically styled Gestalt. This unity cannot be 
defined logically; it can only be emphatically 
“‘understood” and described. A general “func- 
tional” concept of social action, such as that 
recommended by Professor Parsons (p. 20), im- 
plies a scientifically illegitimate hypostatization 
of society as a unified “person” or “organism.” 
A nonnormative social science will have to be 
satisfied with a classification of ideal types of 
social action—none of which can exhaust the 
total of social reality—and confine itself to the 
elaboration of a cultural typology of a histori- 
cally relative character. Anything more would 
represent a regression into the misplaced uni- 
versalism of rationalistic thought or result in 
meaningless formalism. 
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The translation itself is beyond reproach, as 
was to be expected from a writer like Professor 
Parsons, whose own style shows a deep affinity 
to German ways of thought and expression. It 
is, however, impossible to render fully certain 
crucial terms of Weber’s—such as Verstehen, 
Sinn, Sinnadequans, and Deutung—because of 
their latent implications and undertones. Never- 
theless, by making accessible to the English- 
speaking world one of the greatest German con- 
tributions to the social sciences, this translation 
performs an invaluable service. 


WALTER A. WEISSKOPF 
Roosevelt College 


Principles of Economics. By FREDERIC BENHAM 
and Francis M. Boppy. New York and 
Chicago: Pitman Publishing Corp., 1947. 
Pp. xi+430. $3.50. 

Within the space limitations of a book de- 
signed for a one-semester introductory course 
this text attempts a presentation of the “funda- 
mental aims and methods of economic analysis” 
as well as a treatment of the relation of prin- 
ciples to “‘the major questions of public policy.” 
Cast in essentially the same mold as the more 
conventional one-year text, the work is divided 
into six parts: “Aims and Institutions,” “Pro- 
duction,” “The Theory of Costs,” “Distribu- 
tion,” “International Trade,” and ‘“Govern- 
ment and Economic Life.” 

In attempting to cover so wide a range of 
subjects within a text sufficiently “brief and 
compact” to be handled in one semester, the 
authors display singular adroitness and inge- 
nuity. Dexterously cutting corners, steadfastly 
denying themselves the luxury of expansive 
statement, and employing a simple, direct, and 
somewhat journalistic style, they turn out a 
highly readable, comprehensive summary, well- 
seasoned with recent and pertinent descriptive 
material. 

In the scaling-down of their treatment to 
one-semester dimensions, however, one wonders 
whether the authors, particularly in the more 
analytical phases of the text, have given due re- 
gard to the learning capacity of the average ele- 
mentary student. The degree of compression 
required, for example, reduces the discussion of 
perfect competition to thirteen pages, imperfect 
competition to nine, and monopoly to eight. 
Although none of the essential steps in the de- 
velopment is omitted, their analytical signif- 
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icance does not stand out sufficiently for their 
generality of application to be understood. In 
portions of the text such as these the exposition 
thus tends to become a kind of didactic report- 
ing. The student is “told” what is so but— 
since the treatment cannot seek out and meet 
the kinds of conceptual difficulties which he is 
likely to have in assimilating the material—it 
is not likely to evoke the trains of thought es- 
sential for him to determine whether he has 
grasped the nature of what he is “told.” Al- 
though the exposition is on the whole far more 
readable than other more extensive treatments, 
much of this readability will probably be ap- 
preciated only by those who have previously 
acquired some familarity with the material. Its 
species of clarity will prove pedagogically ef- 
fective only in the case of the unusually capable 
student who can proceed at the rapid rate con- 
templated by this text. 

To a noticeable degree, moreover, the Spar- 
tan-like use of verbiage is achieved at the ex- 
pense of an explicit development of the concep- 
tual continuity between chapters and sections. 
While, on the whole, the material is logically 
enough arranged, some fundamental aspects of 
this logic never become an integral part of the 
exposition. Salient in this regard is the neglect 
to discuss “marginal utility” and “marginal 
productivity” within the broader framework of 
the principle of “marginalism”—an omission 
which, in light of the authors’ declaration that 
they “have attempted in this book to develop 
the central idea of economizing’’ (Preface, p. v; 
italics in text), is especially surprising. 

The uncommon simplicity of statement of 
this text will undoubtedly offset to some extent 
the deficiencies intrinsic to a high degree of 
compression and hurried pace. However, for the 
bulk of the class, at least, it will only aggravate 
the problem of superficiality to which all survey 
courses are inevitably heir. The desirability of 
presenting a one-semester course in this fashion 
—particularly in view of the special need 
for a modicum of thoroughness created by 
the large numbers of students in the intro- 
ductory course ‘who do not continue beyond 
the elementary level—is therefore question- 
able. Needless to say, because of time limi- 
tations the problem of the one-semester intro- 
ductory course (itself perhaps an anomaly) is a 
vexing one. This is especially true when, as in 
this text, a conscientious attempt is made to 
present enough of the material, and in a man- 
ner sufficiently unified, to convey to the student 
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the “fundamental aims and methods of eco- 
nomic analysis.” Whether any basis for meet- 
ing this problem is provided in the approach of 
Hicks and Hart (The Social Framework of the 
American Economy) or in the general “aggre- 
gative economics” orientation cannot be con- 
sidered here. It is the reviewer’s opinion, how- 
ever, that the “old-fashioned” relative-price 
theory (to which the text under discussion de- 
votes a considerable proportion of its space) 
deserves a far more important place in the cur- 
riculum than the growing emphasis on “full- 
employment” economics would seem to fore- 
shadow. Whatever the nature of the approach, 
however, avoidance of the dangers of superfici- 
ality in the one-semester course deserves more 
attention than it receives in this text. 


EUGENE ROTWEIN 
University of Wisconsin 


Commonwealth: A Study of the Role of Govern- 
ment in the American Economy: Massachu- 
selts, 1774-1861. By Oscar HANDLIN and 
Mary FiuG Hanbun. New York: New 
York University Press, 1947. Pp. xiii+364. 


$3.50. 

This reviewer has previously had occasion to 
call attention to the erroneousness of the com- 
monly accepted view that the trend away from 
laissez faire in the United States started only in 
the last third of the nineteenth century—a view 
ignoring the earlier trends in state and local 
government and concentrating on federal ac- 
tivities, which, after all, were formerly limited 
toa small segment of the economy. He therefore 
particularly welcomes the appearance of the 
Handlins’ book, the first of the “Studies in Eco- 
nomic History” prepared under the direction of 
the Committee on Research in Economic His- 
tory of the Social Science Research Council. 
This book is the first careful study of the trends 
in the relationship of government to economic 
life in a given state and well portrays how the 
extent of state control was being expanded dur- 
ing the period covered. 

The approach to the subject is historical in 
character. The authors “discovered our point of 
departure in the common denominator of both 
politics and the economy—in the conditions and 
thoughts of the human beings who were the sub- 
jects of both” and in “the analysis of a concrete 
situation in a special time and place” (p. xii). 
Undoubtedly such an approach is eminently 
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sound. As the subsequent narrative makes clear, 
and as any impartial observer of our democracy 
in action must concede, popular demands and 
state legislative action on most matters are 
largely shaped by immediate conditions and 
wants. It is rare that any broad general principle 
such as laissez faire basically governs mass ac- 
tion, though supporters or opponents of action 
constantly base appeals for popular support on 
some such principle. Thus, during this period, 
the authors find no evidence that the basic is- 
sue of laissez faire seemed to concern any but a 
few writers and conclude that, by 1860, uncer- 
tainty was characteristic of the ideas as to the 
proper sphere of governmental regulation in 
Massachusetts (p. 260). 

In the earlier portion of the period follow- 
ing the attainment of independence, many state 
measures were of a mercantilistic character pri- 
marily directed toward building up and round- 
ing out the state’s economy. Toll, mill-dam, 
monopoly, and lottery rights were widely 
granted along with tax exemption and a few 
bounties, though fear of increased taxes checked 
most money grants. The political setup re- 
mained such that mercantile interests, though 
on the defensive, were dominant until the 
broadening of the franchise under the constitu- 
tion of 1820. The steps by which, after the Revo- 
lution, ideas as to private rights become gradu- 
ally formalized in law and set limits to the scope 
of government action are carefully explained. 
The rapid increase in the grants of corporate 
charters for turnpikes, bridges, canals, banks, 
insurance companies, and manufacturing enter- 
prises soon raised many problems as to rights 
and responsibilities, and the process by which 
these were worked out through statute or judi- 
cial decision is traced in detail. The recognition 
that the private corporations were not simply 
vehicles for state action like the public corpora- 
tion “presaged a new period in the relations of 
Massachusetts and its economy” (p. 172). By 
1850 all attempts to shape economic policy by 
charter grants had ceased. 

Meanwhile, however, with the spread of 
democratic ideals and the humanitarian spirit— 
which unfortunately is traced with rather less 
detail than the better-known changes in the eco- 
nomic order—the state was being called upon 
to take action to promote the attainment of new 
social objectives. Between 1830 and 1845 new 
parties led by different visionaries sometimes 
held the balance of political power, and after 
1850, through coalition or otherwise, reformers 
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dominated the state. The resulting laws took 
both the positive form of providing goods and 
services and the negative form of regulatory 
control. More was done to provide education 
and to care for the poor and the sick; labor 
slowly secured some protection; lotteries were 
abolished; temperance laws were passed; spe- 
cial privileges were attacked; and by 1860 few 
survivals of the old exclusive character of cor- 
porate privilege remained. By that date “the 
transition from the commonwealth to the police 
state, from mercantilism to liberalism” (p. 262) 
had been worked out. Footnote references are 
provided in profusion; a Bibliography of forty- 
three pages indicates the wide range of sources, 
both printed and manuscript, that have been 
used, There is a useful note on the sources, and 
the Appendix reproduces a few manuscripts. 
When, in this neglected field, one has been 
provided with a study worked out with such 
scholarly care, it must seem ungracious to ask 
for more. Yet it should be pointed out that, al- 
though there are various references to what the 
local units of government were doing, there is no 
systematic attempt to survey this field of ac- 
tivity. These units were creatures of the state; 
their activities impinged upon the economic life 
of the people in many ways. Until we know what 
the cities and towns were doing, a substantial 
portion of the picture of the relation of govern- 
ment to economic life must remain a blank. 
Thus, one would like to know what happened 
when Boston, forced to abandon the town gov- 
ernment to which it had clung so tenaciously, 
became a municipal corporation in 1822. What 
new powers affecting economic matters were 
acquired and how extensively were they exer- 
cised? Similarly, what was happening in the 
newly rising manufacturing centers? Were the 
country townships expanding their activities as 
well? Perhaps a really adequate study of this 
sphere of action would require another volume. 


CHESTER W. WRIGHT 
University of Chicago 


Wiring a Continent: The History of the Telegraph 
Industry in the United States, 1832-1866. By 
Rospert LuTHER THOMPSON. Princeton, 
N.J.: Princeton University Press, 1947. Pp. 
xviii+ 544. $7.50. 

Until now, the only fairly recent and general 
history of the telegraph in this country was 


that contained in Alvin F. Harlow’s Old Wires 
and New Waves, published in 1936, which also 
covered other methods of electrical communi- 
cation. Though done with care and based on ex- 
tensive research, including various manuscript 
sources, it was designedly semipopular in char- 
acter. It centered attention on the more inter- 
esting and spectacular events, most details 
were omitted along with all footnote references, 
and the appeal was to the general reader rather 
than to the scholar. 

In this new history by R. L. Thompson the 
wants of the scholar are amply provided for. 
The known manuscript collections—notably 
those including the papers of Caton, Morse, 
O’Rielly, Smith, and Vail—have been exhaust- 
ively searched (though free use of the Wade 
papers could not be obtained), and a mass of 
printed material has been used. Scrupulous 
care has been taken to provide both elaborate 
footnote references to all sources and pertinent 
comments. If the many details sometimes add 
further complexity to what is inevitably a con- 
fused picture, they are seldom without value; 
often dealing with amusing or exciting events, 
they lighten the narrative. Nearly a dozen maps 
greatly aid in clarifying the picture of the con- 
stant shifts in the position of different com- 
panies, and many illustrations add interest. An 
appendix contains the most important con- 
tracts and agreements, and there is an excellent 
bibliography. A group of tables showing the 
chief items in the available annual reports of the 
leading companies would have been welcome. 

The outstanding impression derived from 
this volume is the vivid portrayal of how, in its 
early period of rapid expansion, a “naturally” 
monopolistic industry went through years of 
chaos, legal wrangles over patents, duplication 
of facilities, and cut-throat competition of the 
most unscrupulous sort, threatening to involve 
all in ruin, until one system emerged with a 
substantial monopoly of the telegraph lines in 
most of the country—at least at the time when 
this record closes. We have here perhaps the 
best available scholarly account of the extremes 
to which the unbridled competition and un- 
scrupulous business methods then prevalent 
might be carried. What the general condition 
of the industry was has been well known; 
the present contribution consists in filling 
in the voluminous details and verifying the 
whole record. Of the vicious practices that 
prevailed—the stock watering and unsound 
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finance; the construction profits garnered by 
inside groups; the alliances with the rail- 
roads; the bribery; the monopolistic exploi- 
tation whenever possible; and, where compe- 
tition had to be faced, the violent destruction 
of property and cut-throat methods—the au- 
thor provides ample evidence but carefully re- 
frains from playing up these features in a lurid 
manner. Short of the discovery of new manu- 
script sources this may be expected to remain 
the definitive history, and it is a satisfaction 
to note that its author plans to continue it in a 
second volume. 

CHESTER W. WRIGHT 
University of Chicago 


The Economic Rivalry between St. Louis and Chi- 
cago, 1850-1880. By Wyatt WINTON BEL- 
cHER. (“Studies in History, Economics and 
Public Law, Edited by the Faculty of Politi- 
cal Science of Columbia University,” No. 
529.) New York: Columbia University Press, 
1947. Pp. 223. $3.00. 

In 1850 St. Louis possessed seventy-eight 
thousand inhabitants, a thriving and profitable 
trade, and unquestioned title to pre-eminence in 
the Middle West. The aspirations of Chicago 
(thirty thousand population) to achieve this 
pre-eminence for herself were viewed more with 
derision than with apprehension. Mr. Belcher’s 
book is the story of three decades of rivalry (in- 
terrupted only partially by the Civil War), 
which ended with the lake city’s indisputable 
triumph. Through his analysis of the factors un- 
derlying this shift in the relative importance of 
St. Louis and Chicago run two related themes. 
The primary theme is the preoccupation of St. 
Louis with the Mississippi River trade while her 
rival chose an alliance with the ultimately more 
potent railroad. The secondary theme is the es- 
sential complacency of St. Louis’ business lead- 
ership, which appeared more “respectable,” but 
proved less effective, than the aggressiveness of 
Chicago’s boosters. 

Adequate and reliable statistical information 
in the period is difficult to secure and none too 
abundant at best. Belcher has met this problem 
with commendable determination, extracting 
from an extensive bibliography of newspapers, 
official and private reports, and other contem- 
porary works an impressive body of factual ma- 
terial. Tabular arrangement of much of this 
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material and the thorough documentation Bel- 
cher has practiced throughout will be appreci- 
ated by those who have recourse to the book. 
The discussion is topical. A survey of the char- 
acteristics and advantages of the rival cities is 
followed by chapters on the river traffic, rail- 
road expansion, business leadership, trade with 
the West, the Civil War, and the Reconstruc- 
tion. The concluding chapter is devoted to a 
statement of the position reached by the cities 
in 1880. 

The principal contribution of this work is 
Belcher’s detailed study of St. Louis during the 
period; for the Chicago story through 1871 has 
been told in the second volume of Bessie L. 
Pierce’s A History of Chicago. While the treat- 
ment is of necessity largely statistical, the au- 
thor has included material portraying other less 
tangible, but significant, aspects. The peculiar 
attachment of many in St. Louis to a “‘merid- 
ional” theory of commerce—that occult natu- 
ral forces determine that exchange of goods 
must be predominantly along those north-south 
lines which geographers have instituted for their 
convenience—is an interesting side light. 

St. Louis, Belcher maintains, did not lack 
interest in railway construction or fail to sup- 
port it financially. But railroad ventures de- 
signed to benefit the city were so ineptly 
handled that they produced meager results or, if 
handled well, contributed principally to the 
growth of Chicago. By contrast, railroads built 
to further Chicago interests succeeded in their 
purpose. Apparently it was not so much a pre- 
occupation with the river as an inability to 
handle the railroad that Jed to St. Louis’ down- 
fall. A more thorough analysis of the causes un- 
derlying this aspect would have strengthened 
the treatment. It might well have been accom- 
plished at the expense of space devoted to em- 
phasizing repetitiously the fact that Chicago 
was the better railroad builder. 

In addition to its value as an economic study 
the book will have interest for social historians 
in its portrayal of a “home-town” spirit mani- 
fested by inhabitants of both centers to a degree 
that economic reasons alone do not entirely ex- 
plain. The contemporary press comments of the 
rival camps are not a little suggestive of the run- 
ning fire to be heard from the side lines at any 
sandlot game between the Hilltoppers and the 
East-enders. 

Davip M. BEHEN 
University of Chicago 
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Studies in War Economics. (Prepared at the Ox- 
ford University Institute of Statistics.) Ox- 
ford: Basil Blackwell, 1947. Pp. vii+410. 
255. 

This collection of essays and short papers 
consists of reprints from wartime issues of the 
Bulletin of the Oxford University Institute of 
Statistics and several articles by staff members 
of the Institute published in English profession- 
al journals. The book is divided into seven sec- 
tions: I, “Economic Mobilization and General 
Controls’’; [1, ‘War Finance”; III, ‘““Consum- 
er’s Rationing and Price Control”; IV, “Wages 
and National Income”; V, ‘Consumption and 
Prices”; VI, “Industrial Organization”; and 
VII, “‘War Contracts and Efficiency.” The 
contributors are Kalecki, Balogh, Steindl, 
Worswick, Nicholson, Burchardt, Moos, 
Schulz, David, Goldmann, Ady, Durant, and 
Bowen. 

Because of the varied nature of the contents 
almost every economist will be interested in 
some part; but the rather narrow scope of many 
of the papers will prevent all but a few omniv- 
orous readers from consuming the whole. In a 
brief review it is impossible to give adequate at- 
tention to all the various subjects covered. 
Consequently, attention will be focused on a 
few main issues. 

In so far as they deal with matters of policy, 
these studies reflect a common viewpoint (fa- 
miliar to readers of a previous publication of the 
Institute, The Economics of Full Employment) 
that a modern economy cannot rely upon the 
operation of the pricing system plus an “effec- 
tive” monetary-fiscal policy to organize pro- 
duction and the allocaton of resources and that 
“direct controls” are necessary for this pur- 
pose. While this volume deals only with the 
“war period” proper, various remarks made 
(particularly by Balogh [p. 78]) indicate that 
they advocate a continuation of such controls 
during the ‘demobilization period” as well. 

Throughout the book the criticisms of gov- 
ernment policy, rooted in this belief, are quite 
harsh. Over a wide area the policy of the British 
government appears to have been dictated by 
a desire to minimize governmental intervention 
and to have consisted of a slow but steady 
retreat from laissez faire via the path of piece- 
meal, ad hoc controls. The controls adopted 
seem to have been inadequate and untimely— 
“too little and too late.” The authors frequently 
show what the next step (in order to accom- 
plish the purposes of a control) must be and 
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scold the authorities for not ha. ing anticipated 
the need for it. 

It is not difficult to show that an explicit 
plan, worked out in advance, would have been 
a considerable improvement over the impro- 
vised half-measures that were sreluctantly 
undertaken. But it does not follow tiam*-the best 
plan might not have been (and migit not still 
be) one which minimized the degree ad number 
of controls necessary. The first and third papers 
in Section I, as well as those in Sections VL 
and VII, give a considerable insight into the 
difficulties of “‘organizing’”’ an economy. But 
the authors read the lessons of these difficulties 
in one way only: the controls must be better 
organized and administered. However, another 
interpretation is possible—that the scarcity of 
administrative skill is such that all but the most 
general “over-all” controls cannot be effectively 
administered. And, since a large part of the ex- 
tant administrative skill is concentrated among 
the very businessmen who are to be regulated, 
a great deal of this scarce talent will, at best, 
be unused and, at worst, be used to frustrate 
the control. The reviewer would conclude not 
that all controls are necessarily bad but that 
the authors of these studies are probably too 
ready to economize on labor, raw materials, 
and plant (by devising complicated schemes 
for their more effective utilization) at the ex- 
pense of administrative skill. It is the review- 
er’s opinion that the “optimum combination” 
would involve a more intensive use of the latter 
“factor,” through fewer but more effectively 
operated controls. 

The longest paper in the collection is 
Balogh’s (SectionI, No. 6) “The Drift towards a 
Rational Foreign Exchange Policy.” It con- 
tains a sharp statement of the position which 
he has frequently taken in support of detailed 
exchange controls, bilateral clearing agreements 
with discriminatory rates, and the like. Balogh 
makes jt clear that such measures are merely 
part of an over-all set of controls and gives a 
very clear statement of the “‘principlés” under- 
lying this position (pp. 50-61). Although a 
detailed analysis of the argument is out of the 
question, one specific comment might not be 
amiss. Balogh’s argument for discriminatory 
exchange rates (in order to secure the maximum 
benefit for Britain from foreign trade) rests on 
the assumption that other countries will accept 
passively the terms imposed by Britain. The 
argument is that (assuming the rates are proper- 
ly set) foreigners will gain more by accepting 
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these terms than’ by rejecting them. But this 
overlooks the possibility that countries, out of 
pique or as ai bargaining maneuver (or both), 
will reject thé terms most favorable to Britain 
and insist on.a larger share of the combined 
gain from t ade. Perhaps during the war Brit- 
ain’s inte «tional good-will was sufficient to 
have enabh d her to “get away” with Balogh’s 
policy; it is doubtful that it is such any longer. 

By far the largest number of papers (and 
pages) contributed by any one author are 
Kalecki’s. His papers on inflation, national 
income, the British government’s annual budg- 
ets, and his proposals for general rationing, 
price control, and profit control are the high 
spots of the book. His statistical work (in Sec- 
tion II) is characterized by his customary dar- 
ing and ingenuity. Only the most stouthearted 
among his readers will be able to join him in 
his leaps from one fragile limb of data to an- 
other; but all will be intrigued by his perform- 
ance. 

His unusual definition of inflation (pp. 80- 
85) will also be found interesting; he defines 
inflation as “the rise in price of consumers’ 
goods in relation to the relevant costs of labor 
and raw materials.” Thus a rise in wage rates 
cannot cause “inflation.”” This would seem to 
me a rather unusual definition, but the reader 
should judge for himself. Kalecki’s now famous 
proposal for general rationing (pp. 137-41) 
raises too many issues to discuss here. 

The papers of Nicholson (“Rationing and 
Index Numbers”) and Worswick (Points, 
Prices and Consumer’s Choice”) will be of in- 
terest to students of the theory of consumer’s 
choice. 

M. W. REDER 


Carnegie Institute of Technology 


German Realities. By Gustav STOLPER. New 
York: Reynal & Hitchcock, Inc., 1948. Pp. 
X+341. $3.75. 


This is an eloquent, fervent plea that we base 
our German policy on realities as the author 
sees them. The first half of the book describes 
the human, moral, and material destruction and 
the currency depreciation which Germany has 
suffered. Soviet policies occupy a prominent 
place in the discussion, and one chapter de- 
scribes the economic and political conditions in 
the Soviet zone of occupation. The final picture 
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of Germany which emerges from this discussion 
is bleak and somber indeed. 

The second half of the book deals with the 
way in which the occupying powers have 
handled the problems of reparations, war po- 
tential, and socialization and decartelization. 
Quite properly, the author finds much to criti- 
cize, but he offers few constructive alternatives. 
He directs broad and stinging criticisms at the 
many and obvious mistakes and brings forth the 
ill-fated Morgenthau Plan for another flaying. 
He charges (p. 138) that “the principal responsi- 
bility for the reparation policy is American,” 
although the facts he relates show Stalin making 
all the demands, with Roosevelt trying to medi- 
ate between him and Churchill. 

After chapters on constitutional problems 
and historical background, the author presents, 
in the final chapter, his “Pattern of Peace.” 
This is not a pattern but rather a statement of 
the conditions under which we must try to find 
peace. Certain major conclusions are stated em- 
phatically and convincingly : (1) peace is impos- 
sible “in the foreseeable future for Germany as 
a whole” (p. 238), and hence partition is in- 
evitable; (2) “Western Germany will be indus- 
trialized beyond anything in the past” (p. 248); 
(3) ““Germany’s military history is at an end”’; 
the country will be unable to protect itself, and 
hence we will have to keep an occupation force 
there “as far ahead as we can see” (p. 255). 
Much hope is placed in the Marshall Plan, but 
it is recognized that the plan can do no more 
than “keep Western Europe alive as a going 
concern” (p. 252). It is admitted that the new 
Western Germany could not function under free 
capitalism, yet “planning” and socialization are 
rejected. Other than Marshall Plan aid and “in- 
tegration with Western Europe,” the author 
gives no specifications for writing the peace or 
for the economy of the new nation. The ele- 
ments of the “pattern of peace” get lost in the 
discussion of the difficulties. 

The author mars a good presentation by his 
carelessness with facts. Thus, on page 3 he 
states that “a copious, conscientious job was 
done in the preparation of a peace...” in 
Washington. If so, it was kept well hidden. 
Again (p. 136), “a horde of statisticians, 1500 of 
them” were supposed to have worked on the 
1946 level-of-industry agreement. One-tenth of 
that number would be an exaggeration. On page 
144, the fifteen hundred statisticians who were 
not there had “‘an impossible assignment,” and 
“no harsh blame should fall” on them—but on 





page 145 it falls: “If anything was needed to 
discredit the authority of economists and stat- 
isticians, this document did it.” There is no 
satisfactory proof for the categorical statement 
(p. 36) that within fifty years the population of 
Germany will be “‘reduced below forty mil- 
lion.’”’ The burden of chapter xi is that Germans 
were never aggressors until the Austrian Hitler 
brought in Naziism, which was a Balkan prod- 
uct. 

The author displays a keen political insight 
at many points. Thus, for example, he foretold 
quite accurately, several months in advance, the 
ultimate fate of Czechoslovakia, and his analy- 
sis of Soviet tactics is keen and penetrating. 
The aspect of the German problem which this 
book presents is one which the American people 
should consider. It is unfortunate that an other- 
wise good presentation is weakened by the er- 
rors and biases of the author. 

B. U. RATCHFORD 
Duke University 


Burmese Economic Life. By J. RUSSELL ANDRUS. 
Stanford University: Stanford University 
Press, 1947. Pp. xxii+362. $4.00. 

The author sets out to present a comprehen- 
sive picture of the facts and figures of Burmese 
economic life as it prevailed during 1939-47. 
He deals ably with the problem at hand from 
the vantage point of a former professor of eco- 
nomics in the University of Rangoon. Much of 
the book is sociological in nature, although it 
deals with practically all the phases of eco- 
nomic life ordinarily found in elementary eco- 
nomics texts except that of principles. His ap- 
proach is strictly institutional and empirical— 
so much so that the book could have been en- 
titled “The Economic Institutions of Modern 
Burma.” 

The survey shows the characteristic pat- 
terns of “colonial economy” the world over— 
namely, a preponderance of agriculture; a sem- 
blance of capitalistic production; semifeudal 
economic relations; overemphasis on the pro- 
duction and export of a few select commercial 
crops; foreign domination of the strategic sec- 
tors of native industry and trade; and growing 
nationalistic sentiment for industrialization, 
for economic independence, and for a large 
measure of centralized economic planning. 
While the author places these patterns in bold 
relief, his specific interpretation is open to criti- 
cism. 
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His description of economic life during the 
Japanese occupation serves to emphasize the 
well-known disillusionment of nationalists all 
over southeast Asia with the actual results of 
Japan-inspired “Pan-Asianism.” Burmese na- 
tionalists learned, and learned the hard way, 
that one master is no better than another. 

On the ground that local demand was until 
recently “for the products of a simple handi- 
craft economy,” the author considers it “un- 
justified” to “ascribe to foreign industrialists 
a desire to ‘exploit’ the Burman by developing 
only export industry” (p. 141). This statement 
could easily be misinterpreted as an apology 
for past or potential “foreign imperialism.” 
It may be pointed out that concentration on 
export industry is itself the main reason for the 
lack of a local demand sufficient to stimulate 
the growth of an indigenous economy other 
than one based on handicraft or export in- 
dustry, For, so long as the country’s produc- 
tive energy is allocated largely to export in- 
dustry and so long as the resulting foreign ex- 
change enables the natives to import consumer 
goods, there is neither much productive energy 
left nor much need for the production of those 
goods at home. This simple truth is usually 
overlooked by “foreign industrialists” who, 
consciously or unwittingly, encourage export in- 
dustry in an undeveloped area at the expense of 
native industrialization in manufacturing fields. 
Therefore, the vague and instinctive resent- 
ment which native nationalists feel against the 
foreign “suppression” of native industry is 
quite understandable. 

As a possible solution to the agrarian prob- 
lem, the author suggests a plan whereby the 
government buys and pays for private land- 
holdings with government bonds for redistribu- 
tion among qualified tenants. But he considers 
the amount of public debt involved in such a 
plan to be “very large in proportion to Burma’s 
normal revenue” (p. 86). It is not the absolute 
amount of public debt but the annual interest 
payment that matters. However, the possible 
burden of the interest service must be measured 
not by “normal revenue” but by the high level 
of national income which the elimination of 
wasteful “landlordism” under the plan would 
make possible. 

The agrarian-reform program of “a nation- 
alist organization” calling for “collective farm- 
ing by co-operative methods” is considered as 
being “inspired by Communist influence, for 
there is reliance throughout upon government 
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aid” (p. 88). The organization may be Com- 
munist-influenced in fact, but it seems to be 
definitely wrong in principle to identify “gov- 
ernment aid” and communism. Burmese in- 
dustrialization is considered likely to involve 
“a large measure of the public ownership and 
management” because “some of the leading 
Burmese politicians have stated their beliefs 
in socialistic and even communistic principles” 
(p. 162). It is more likely that such a possibility 
will present itself in Burma regardless of what 
politicians believe, since the impact of British 
and other experiments along the lines of a mixed 
economy and native dissatisfaction with the 
past performance of laissez faire economy will 
sooner or later make themselves felt. It is not 
the beliefs of politicians which are the causal 
factors but their root—the inefficient “colonial 
economy” which gives rise to the search for a 
better alternative. 

Andrus seems disposed to exclude the de- 
velopment of “heavy industry” from Burmese 
industrialization on the ground that Burma is 
lacking in coal and other basic raw materials. 
This is in line with the classical argument, ac- 
cording to which Burma should logically spe- 
cialize in the production and export of rice, tim- 
ber, and other “complementary” products. 
Burma could indeed dispense with the idea of 
developing “heavy industry” in an atmosphere 
of universal peace, free trade, and full employ- 
ment. Lacking this, however, one cannot very 
well blame Burmese nationalists for aspiring 
to build their own heavy industry, however 
modest, even at a high comparative cost and 
even in competition with countries industrially 
more advanced. While he considers that the 
industrialization of India will provide a prof- 
itable market for Burma’s future exports, the 
author overlooks the possibility that greater 
reliance on an industrial India, as on any other 
highly advanced capitalistic economy, would 
subject Burma to greater economic instability 
via cyclical foreign disturbances. Andrus hardly 
touches on the important relation of the Inter- 
national Trade Organization and the Inter- 
national Bank to undeveloped countries, in- 
cluding Burma. 

The greatest weakness of the book is its utter 
divorcement from economic theory. Although 
a catalogue of facts is useful, one needs the the- 
ory to interpret the facts. The book deals in de- 
tail with such a wide range of subjects that noth- 
ing stands out as the most significant variable. 
Consequently, one may wonder what is crucial 





and relevant in Burmese economic life. The book 
might have been more fruitful and stimulating 
had it been written in terms of problems. How- 
ever, Andrus has enormously enriched our 
scant knowledge of southeastern Asia. His con- 
tribution is all the more significant in view of 
the fact that Burma has recently joined the 
family of nations as a free and independent na- 
tion, thanks to the farsighted overseas policy 
of the British government. 


KENNETH K, KuRIHARA 
Rutgers University 


Europe’s Population in the Interwar Years. By 
Dup ey Kirk. New Jersey: Princeton Uni- 
versity Press, 1947. Pp. xii+302. $4.00. 


This book brings together for the first time 
within the pages of a single volume the signif- 
icant facts revealed by the census data and the 
vital statistics of the twenty-seven European 
countries which existed during the interwar 
period. The objectives of the author are to pre- 
sent these data in summary and graphic form, 
to indicate their significance, and to point out 
the basic and relatively unchanging aspects of 
Europe’s human resources. 

The discussion opens with a description of 
the population distribution in Europe, and this 
is followed by a more detailed analysis of popu- 
lation change, with each of its components— 
births, deaths, and migration—receiving indi- 
vidual treatment. Indices of social and economic 
development and of “ethnic diversity” are dis- 
cussed and related to the demographic findings. 
The detailed maps show these data not only by 
country but also by minor civil divisions. 

The chore of compiling all these materials 
and of presenting them in an ordered fashion is 
a noteworthy job in itself. The analyses and 
interpretations of the data follow acceptable 
schemes and patterns and result in plausible 
and generally anticipated conclusions—antic- 
ipated, at least, by those who are acquainted 
with other works in the demographic field. 
Along with these usual modes of analysis and 
interpretation, Dr. Kirk reveals, though indi- 
rectly, a clear understanding of the sociological 
principles which underlie much of what he has 
to say. This is especially manifest in sections of 
his chapter on social and economic development 
in Europe. 

From the level of his writings it is difficult 








to determine the audience to which Kirk is ad- 
dressing his discussions. Often he presents his 
material in a clear and elementary fashion— 
supposedly for the understanding of the uniniti- 
ated. At other times, however, it appears that his 
discussion is directed at the professionals in the 
field. For example, he goes to great lengths to 
explain that the declining birth rate is not at- 
tributable in a major degree to a reduction in 
the biological capacity to bear children. In the 
very same chapter he discusses gross and net 
reproduction rates with relatively little explana- 
tion as to what these rates measure. 

While the author frequently presents the 
limitations of his data, he is not consistent in 
doing so. In his discussion of “gainful workers,” 
for example, he gives little or no indication that 
there exist varying measures and concepts of 
the “gainful worker” which are likely to affect 
the comparability of his data, with respect 
either to changes over time within one country 
or to differences between countries—or both. 

It is somewhat startling to find that Kirk’s 
appendixes and footnotes do not include ade- 
quate documentation of his sources or of his 
methods. The absence of an index detracts from 
the value of the book as a convenient reference. 
If the book is designed for consumption by in- 
terested, intelligent readers and administrative 
officials rather than for use by demographers 
and social scientists in general, these omissions 
are not serious. 

Kirk has made a creditable contribution to 
our understanding of some of the factors which 
lead to problems confronting Europe today and 
what might be anticipated in the future. In 
his section on “War and Future Population 
Trends,” to mention but one example, Kirk 
aptly and carefully tells us what are likely to be 
some effects of Europe’s demographic heritage 
of the past. To have this “heritage” put before 
us in clear detail and in a single volume makes 
it a work of considerable value and importance 
~—especially for those who are directly concerned 
with planning for the future of Europe. 

This study is the last in a series of four stud- 
ies prepared for the League of Nations by the 
Office of Population Research at Princeton 
University. This volume and the others in the 
series—The Future Population of Europe and 
the Soviet Union: Population Projections, 1940- 
1970, by Frank Notestein et al.; Wilbert Moore’s 
Economic Geography of Eastern and Southern 
Europe; and the Population of the Soviet Union, 
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by Frank Lorimer—taken separately or in 
combination, provide excellent texts or supple- 
mentary reading for courses in demography. 


ELEANOR H. BERNERT 
University of Chicago 


Monetary Reconstruction in Belgium. By Lion 
H. Dupriez. New York: King’s Crown 
Press, 1947. Pp. vii+88. $2.25. 

This little book is the first of a series on post- 
war economic and monetary reconstruction in 
Europe which is being published for the Car- 
negie Endowment for International Peace. It is 
very welcome, both because M. Dupriez is well 
qualified to write it and because Belgium’s plan 
for, and progress toward, economic recovery are 
worth close study. 

Inflation caused by the German occupation 
more than trebled the monetary circulation in 
Belgium, but official prices were held at between 
100 and 200 per cent (and wages at 133 per 
cent) of pre-war. Hence there was an opportu- 
nity, by quick action, to “soak up” a consider- 
able amount of excess cash without putting 
pressure on wages. Moreover, the sterling ex- 
change rate set by the exile government in Lon- 
don just before liberation yielded calculations 
which indicated that the means of payment 
should be approximately halved. Accordingly, 
on October 6, 1944 (only a month after Brussels 
was liberated), the well-known Belgian currency 
conversion was carried out, blocking 60 per cent 
of currency and deposits. Dupriez considers 
that it utterly failed to break the black market 
because of continued scarcities and a 60 per cent 
increase in wages; but possibly he would agree 
that it did ease the pressure on the commodity 
markets and assisted in the removal of some re- 
strictions. The policy of blocking, combined 
with the registration of other assets, provided 
the basis for heavy taxation of war and occupa- 
tion profits and for a capital levy, which, in 
total, may yield 50 billion francs compared with 
59 billion in blocked funds. This was not the 
first attempt to use the device of currency con- 
version to reduce the inflationary forces arising 
out of World War II—the French had carried 
out a conversion in Corsica. But it was the first 
well-planned and thorough conversion, and the 
skill and efficiency with which it was carried out 
provided a model for a number of subsequent 
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conversions in Europe. Dupriez’s account indi- 
cates very clearly that currency conversion can 
immobilize a great deal of purchasing power but 
that it is only one element in a program of in- 
ternal stabilization and cannot, by itself, halt 
expansionist tendencies. 

As to foreign-exchange policy, the postwar 
program has included liberal import controls 
and a network of payments agreements involv- 
ing agreed credit margins. Since Belgium is, on 
balance, a creditor to several important coun- 
tries, the result (although Dupriez is not ex- 
plicit) has been a decline in foreign-exchange 
reserves and a piling-up of “‘soft-currency” bal- 
ances. The author urges holding new foreign 
borrowing to a minimum, and one may suppose 
he is observing with some anxiety Belgium’s 
recent resort to the Export-Import Bank. 

A balance in wages and prices was sought by 
judicious adjustments, and, although subse- 
quent wage increases have had to be granted, 
Dupriez concludes that in 1946 price reductions 
were progressing satisfactorily. But re-expan- 
sion of currency had occurred during late 1944 
and 1945, and stability would depend primarily 
on the ability of the government to resist undue 
pressures to increase expenses and also to solve 
the problem of providing war-damage indemni- 
ties, managing the huge public debt, and re- 
storing the capital market. 

Duprieg wrote his book on the basis of infor- 
mation up to mid-1946. Since then Belgium has 
had to confront the dangerous pressures arising 
from delay in European recovery. Even at that 
time the author observed that costs and prices 
were moving out of line with those in the United 
Kingdom, with resulting diversion of trade to 
high-price European markets. This process has 
continued and, as he also notes, sooner or later 
there will have to be another series of adjust- 
ments. 

Belgian recovery since liberation is intensely 
interesting, paced, as it has been, by a policy of 
relaxing internal and external controls. This 
book, with its clear statement of both plan and 
execution, is an invaluable aid to the evaluation 
of the Belgian experience. The crucial test of the 
Belgian policy lies ahead, and, in the reviewer’s 
opinion, it can be met only provided that 1948 
sees a very considerable recovery and stabiliza- 
tion in western Europe. 


FRANK A. SOUTHARD, JR. 


Cornell University 
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Die Kreditschépfung der Handelsbanken und das 
Postulat der Verstaatlichung des Kredits. By 
Dr. Fritz MARBACH. Bern, Switzerland: A. 
Francke A.G., 1947. Pp. 75. Sw. Fr. 3.80. 
This book is designed to drive home two 

generally accepted propositions: that the com- 

mercial banks, being manufacturers of credit, 
can control economic conditions and that credit 
creation by the banks is limited by their liquid- 
ity. The second proposition is refined by the 
argument that primary and secondary liquidity 
reserves differently affect credit expansion. In 
this process, balances with other banks, brokers’ 
loans, bankers’ acceptances, open-market com- 
mercial paper and short-term high-grade securi- 
ties play a negligible part in comparison with 
cash. If commercial banks reach their marginal 
liquidity, further credit expansion depends upon 
the issue of additional money by the central 
bank. At this stage, therefore, credit expansion 
of the commercial banks ceases to be “autono- 

mous” (p. 50). 

The author, who is professor of economics at 
the University of Bern and who published a vol- 
ume on the Theory of the Middle Class (1942) 
and a study on Full Employment (1943), might 
have been expected to discuss this subject in the 
light of current analysis. His new book, although 
written in scholarly language, is conspicuous in 
its neglect of concepts and principles developed 
by modern monetary and credit theorists. None 
of the experts in the field—such as Irving 
Fisher, Robertson, Hayek, Schumpeter, or 
Keynes—has been honored by an occasional 
quotation. Apparently the author prefers to de- 
rive his information from secondary sources. 
Since the expansion of bank credit is one of the 
main subjects of his book, many writings could 
have helped him in developing and checking his 
opinions—among others, James W. Angell and 
K. F. Ficek’s valuable article on the limitation 
of single and multiple bank-credit expansion in 
this Journal (XLI [1933], 1-32, 152-93). 
Also, the author’s background in modern busi- 
ness-cycle theory seems somewhat defective. 
His emphatic statement that the cumulative 
power exerted during the business cycle by 
credit creation entirely stems from the quan- 
tity of cash (“Im Kassamittel allein schlummert 
jene kumulative Kraft” [p. 51]) is at best an 
exaggeration. Technically, the book suffers from 
lack of precision and a repetitious style. 

Practical corollaries drawn from such rudi- 
mentary theoretical knowledge may be met 








with skepticism. Yet the author trusts his the- 
oretical equipment enough to attack a funda- 
mental problem of banking policy. If commer- 
cial banks—in addition to performing their more 
innocent function of transfering purchasing 
power—serve also as manufacturers of credit, 
their economic power may seem too great to 
leave them in private hands, In this context, the 
author compares socialization with government 
regulation and supervision of commercial banks. 
Since he examines this problem with particular 
reference to Switzerland, his conclusions are less 
significant than might be expected from the 
broad title of the book. He admits that another 
solution might be recommended for other coun- 
tries such as England, where banking concen- 
tration is further advanced than in his own na- 
tion. For Switzerland, however, he denies any 
need for the socialization of banks. He rests his 
main argument upon the hybrid character of the 
Swiss banking system, which already displays 
both individualistic and socialistic traits. As he 
emphasizes, two-thirds of the system—govern- 
ment-owned banks (Kantonalbanken), savings 
banks, and credit co-operatives—belongs to the 
public sector of the economy. 

It may seem debatable, of course, whether 
the trend toward a socialistic structure repre- 
sents a valid argument against further socializa- 
tion. Incidentally, the empirical statement of 
the author is also open to discussion. Is it per- 
missible, for instance, to classify credit co- 
operatives (such as the Raiffeisenkassen) with 
socialized institutions (p. 62)? Other arguments 
advanced by the author are more pertinent. 
First of all, socialization would run counter to 
tradition. As a friend of free competition, fed- 
eralism, and decentralization, the author is con- 
sistent in opposing a policy which would sacri- 
fice diversification and flexibility on the altar of 
uniformity and bureaucratic control. He thus 
arrives at the conclusion that, except for minor 
modifications, the Swiss banking structure 
should be left as it is. The threat of credit expan- 
sion does not warrant any basic change. Only 
sone improvements in government supervision 
are recommended. 

Fritz KARL MANN 


American University 


Pengeteori og Pengepolitik. By J$RGEN PEDER- 
SEN. Copenhagen: Nyt Nordisk Forlag, 
1944. Pp. 381. Kr. 16.50. 
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In this book on monetary theory and policy, 
published during the war, Professor J¢rgen 
Pedersen of the University of Aarhus, Denmark, 
has presented the results of many years of re- 
search in this field. It is designed to serve as a 
textbook for students of economics and as a 
guide to intelligent public policy in the realm of 
current monetary problems. On the whole, the 
book is stimulating and interesting. It would, in 
the reviewer’s opinion, have made much easier 
reading if the theoretical portion had been pre- 
sented in a more rigorous fashion. 

Briefly, the book can be characterized as an 
attempt to integrate monetary theory and pol- 
icy with the Keynesian theory of income deter- 
mination. In view of the author’s interest in 
Danish economic affairs, a great deal of atten- 
tion is paid to the complications introduced by 
the consideration of an economy that is greatly 
dependent on foreign trade. 

The opening chapter deals with the concept 
of money. According to the author, much con- 
fusion is to be found in the literature on the sub- 
ject, because “money” is used to signify both 
“income” and “means of payment.” Professor 
Pedersen chooses to discard the traditional 
definition of money, substituting for it the con- 
cept of money equal to income per time unit. 
It seems doubtful whether anything is gained 
by this change of definition. The important 
thing, of course, is the consistent use of what- 
ever definitions are chosen plus a clear under- 
standing of the difference between a stock of the 
means of payment and income flow. 

The subsequent chapters about income de- 
termination and interest rates follow Keynesian 
lines. As far as the interest rate is concerned, 
however, it is not always easy to follow Peder- 
sen’s presentation. While Keynes, on the whole, 
abstracts from banking policy by assuming @ 
given quantity of money that is related to the 
liquidity preference of the public, Professor 
Pedersen deals with a joint schedule of liquidity 
preference for both the banks and the public. 
This joint liquidity-preference curve is in his 
case related to the net claims of the public and 
the banks against the Central Bank, i.e., ex- 
cluding demand deposits. This procedure pre- 
sents various difficulties. It is doubtful whether 
anything is gained by dealing with a joint liquid- 
ity-preference function for the two groups. More 
important, however, it does not seem justified to 
leave out demand deposits. One of the essential 
features of modern banking is exactly that de- 
posit creation increases the liquidity of the pub- 
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lic without an equal increase in the illiquidity of 
the banks. 

The second part of the volume contains an 
interesting discussion of the objectives of mone- 
tary policies. The author proposes a monetary 
policy that favors stable money wages and a 
price level that moves in inverse proportion to 
productivity. He also deals with the implica- 
tions and the practical difficulties of such a pol- 
icy in the labor market and in the field of foreign 
trade. 

To counteract an impending reduction in the 
income flow, Professor Pedersen develops an in- 
teresting scheme that is intended to prevent the 
spread of unemployment. Anyone who loses his 
job has a right to go to the public authorities 
and request a job at trade-union rates or, al- 
ternatively, to receive a grant equal to full 
wages. In this way, the state maintains a con- 
stant income flow and facilitates the absorption 
of the unemployed by stopping the cumulative 
process at its inception. This is a device whereby 
the state provides for itself a breathing space 
during which it can begin to apply the tradi- 
tional instruments of economic policy: public 
works, taxes, subsidies, and the like. 


SvEND LAURSEN 
Williams College 


Die fransésische Wahrungspolitik von der Sta- 
bilisierung bis sum Ausbruch des sweiten 
Welthriegs (1928-1939). By A. STABINGER. 
Bern, Switzerland: A. Francke A.G., 1946. 
Pp. xi+183. Sw. Fr. 12.80. 


The book contains an industrious if some- 
what tedious account of French currency his- 
tory between the wars. A brief Introduction 
sketches the history of the French currency 
from 1914 to the act of 1928 which set up the 
gold-bullion standard. Chapter i discusses the 
period of abnormal gold-inflow from 1928 to 
1931 and France’s inability and unwillingness 
to follow a general policy of expansion con- 
sistent with the gold-inflow. Credit expansion 
was insufficient, capital export negligible, and 
commercial policy, instead of becoming more 
liberal, turned toward protectionism in the form 
of import quotas—the story of a “surplus” 
country which refuses to act according to the 
Tules of the game. Chapter ii deals with the de- 
fense of the gold parity of 1928 in the face of the 
depreciation of other currencies (1932-35). It 
shows the inadequacy of the attempt to lower 





prices and costs under a policy of protection and 
cartelization. Chapter iii, the most interesting 
of the book, discusses the question of exchange 
depreciation with its pros and cons as seen in 
France during the gold-bloc period. But the 
argument does not add anything to the theoreti- 
cal discussion of exchange depreciation. The 
final chapter, iv, bears the title ““Wahrungszer- 
fall,” though it is not sufficiently clear why the 
period 1936-38 deserves this critical label more 
than the other periods under discussion. 
The more interesting paragraphs of the chapter 
concern the tripartite agreement and exchange 
control. 

The book is difficult to appraise. The author 
has courageously undertaken the rather for- 
midable task of explaining the French monetary 
policy within the framework of the general eco- 
nomic and political situation. For this purpose 
he has assembled a large amount of facts. But 
the material is not well organized. The average 
reader is bound to get lost in detailed accounts 
of the social and political policies of France. 
The author does not provide the necessary guid- 
ance nor does he arrive at conclusions of more 
general interest for the student of monetary 
problems. 

GrorcE N. Haim 


Fletcher School of Law and Diplomacy 
Tufts College 


Der Wandel des internationalen Kartellbegrifis. 
By Freperick HaussMANN. Bern, Switzer- 
land: A. Francke A.G., 1947. Pp. viii+160. 
Sw. Fr. 11.50. 


Two-thirds of the contents of this book con- 
sist of a collection of sundry official and semi- 
official statements on international cartels and 
cartel policy. These excerpts are reprinted in 
English, either because they originally appeared 
in that language or because they were translated 
into English and circulated in the United States. 

The Introduction to this collection of docu- 
ments consists of a short essay on the problem 
of cartels within the framework of international 
commercial policy (especially as seen from the 
American point of view) and a short selected 
Bibliography on international cartels and com- 
modity agreements. This part of the book is in 
German. Neither the introductory article nor 
the Bibliography is distinguished or contains 
anything new. 








It is conceivable that the book is valuable to 
European students of international cartel prob- 
lems, since it contains a fair coverage of Ameri- 
can cartel practices and American opinion to- 
ward cartels. If the documents had been printed 
in a French or German translation, the book 
would undoubtedly have been of greater value 
to Europeans. To those American students who 
are reasonably versed in the cartel literature, 
the book has nothing to offer. 


Bert F. Hose.i1z 


Carnegie Institute of Technology 





Economics of Public Finance. By Epwarp D. 
ALLEN and O. H. BROWNLEE. New York: 
Prentice-Hall, Inc., 1947. Pp. xvi+535. 
$5.35- 

By its emphasis on public finance as an in- 
strument of economic policy this general text- 
book departs from the example of its predeces- 
sors in this country. Its point of view that “se- 
curing funds by taxation is desirable primarily 
to prevent inflation” (p. 93) is in contrast with 
that of “securing tax revenue adequate to bal- 
ance the budget” (vii). Objectives of economic 
policy to which fiscal policy is related include 
“full employment, equity in the distribution of 
income, and optimum resource allocation” (vii). 

The shift in emphasis from the more tradi- 
tional textbook is achieved in three ways: the 
general structural framework has been modified; 
more attention has been paid to economic policy 
aspects, paragraph by paragraph; and much of 
the detailed discussionof fiscal institutions which 
appears in most public finance textbooks has 
been omitted. The result is a reasonably success- 
ful one. Publication of this book may be ex- 
pected to speed the reorientation of public 
finance courses and to influence the pattern of 
future textbooks. 

The material is organized in five parts. Part I 
opens with an introductory chapter on the na- 
ture of the public economy and its impact on the 
private economy. This is followed by a factual 
summary of changes in American public finance 
institutions and magnitudes since 1890. 

The book’s approach gives it a new look, pri- 
marily in Parts II and III, which make up one- 
fourth of the volume. Part II plunges into a dis- 
cussion of full employment and quickly recog- 
nizes that the factors affecting full employment 
are not controllable by exclusively fiscal means. 
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Of the six chapters in this section the first three 
are in a sense introductory. They outline the 
role of monetary demand and of nonmonetary 
factors in determining the level of employment 
and discuss what can be done with monetary 
and banking policies to achieve stable full em- 
ployment. If the authors could have been sure 
that their readers would have a background in 
aggregative economics, they would presumably 
have omitted much of this material. The other 
three chapters of Part II present the fiscal tech- 
niques of a full-employment policy and the 
problems of their application. 

The first chapter of Part III considers the 
problem of when the government should use re- 
sources which otherwise could be used in the 
private economy. The discussion of the theoreti- 
cal basis for choice between public and private 
use is illuminating. However, the significance of 
this discussion to the question of how the cost of 
public services should be distributed is not made 
clear. The second chapter of Part III deals with 
the problem of inequality in the distribution of 
income, the methods (both fiscal and nonfiscal) 
by which government may and does alter this 
distribution, and the conflict between maximum 
production and what may be deemed desirable 
income distribution. 

More than half the book is allotted to Part 
IV, which is concerned with public revenues and 
public borrowing. This part follows a more 
orthodox pattern than the preceding sections. 
A chapter ongeneral considerations devotes over 
half its space to tax administration. The next 
chapter discusses shifting and incidence under 
various conditions and makes considerable use 
of graphs. Succeeding chapters deal with the 
personal-income tax (two chapters), the role of 
business taxation, commodity taxation, death 
and gift taxation, special-benefit revenues, prop- 
erty taxation (two chapters), economics of pub- 
lic borrowing, and debt management. 

The final part (V) presents two chapters on 
intergovernmental fiscal relations, one describ- 
ing the existing situation, the other appraising 
the various techniques that have been proposed 
for improving intergovernmental fiscal rela- 
tions. 

There are various grounds on which this book 
may be criticized. The treatment of specific tax 
institutions and policy issues cannot help being 
relatively sketchy, as compared with other 
books that devote 50 or 75 per cent more words 
to them. Policy positions are not uncommonly 
presented with little supporting evidence or ar- 
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gument. This is usually attributable to brevity, 
but not always. More than eleven pages are 
devoted to capital gains, including four pages of 
tabular material tracing the tax treatment of 
capital gains and losses over thirty-five years; 
but little evidence or reasoning is submitted to 
support the statement of beliefs concerning 
what the tax treatment should be. The emphasis 
in many cases may be questioned. Is it sufficient 
to devote twenty-one lines to special assess- 
ments, twenty-eight lines to the concept of pro- 
gression, and sixty-one lines to the principal dis- 
cussion of equity in taxation? 

The relative shortness of this textbook 
requires omissions and overly brief treatment of 
important matters, as just indicated, but it has 
its compensations. The book is more interesting 
to read, moves faster, and is clearer in organi- 
zation than is often the case with longer books 
in the field. The writing style is brisk and read- 
able, although many passages could have been 
improved by further polishing. 

The book will give the student and the gen- 
eral reader a good introduction to the economics 
of public finance. For a well-balanced view of 
the whole of public finance, however, he will 
need some supplementation in the institutional, 
legal, political, and administrative aspects of the 
subject. Without supplementary material the 
reader may come to believe not merely that 
public finance should be—but also that it is 
now, or is likely to become in the near future— 
an effective and positive instrument of govern- 
mental economic policy. 

Roy BLovuGH 
University of Chicago 


How Should Corporations Be Taxed? By Tax 
InstiTuTE. New York: Tax Institute, Inc., 
1947. Pp. xii+251. $4.00. 

This book contains a collection of twenty 
papers written by a selected group of lawyers, 
accountants, economists, businessmen, and la- 
bor leaders who participated in December, 
1946: in a symposium on the corporation-in- 
come tax. Some of the contributors to this vol- 
ume debate such questions as “Does the Pres- 
ent Tax System Discourage Business Enter- 
prise?” (W. L. Hearne, Stanley Ruttenberg, 
Richard Musgrave, and Roswell Magill), 
“Should the Taxing Power Be Used To Reg- 
ulate the Economy?” (H. E. Humphries, Jr., 
and Leon Henderson), and “Should Small 


Corporations Receive Tax Advantages?” (How- 
ard Bowen, Keith Butters, and Alfred Bueh- 
ler). Others discuss alternative methods of tax- 
ing corporations (Roy Blakey, Christian Sonne, 
Matthew Woll, John L. Connolly, and Richard 
Goode), while still others deal with such de- 
tailed aspects of the corporation-income-tax law 
as the length of the accounting period (Norris 
Darrell), the taxation of consolidated returns 
and intercorporate dividends (Maurice Austin), 
deductions for interest and dividends (M. L. 
Seidman), depreciation and depletion (W. L. 
Hearne), and the effect of section 102 (Thomas 
Tarleau). There is also a summary discussion 
of recent tax developments affecting interna- 
tional trade, by Mitchell Carroll, and a biblio- 
graphical appendix containing a selected list of 
references to the federal corporation-income 
tax. 
Taken as a whole, these papers provide a 
good introduction to current corporate-tax is- 
sues and controversies. The issues are set forth 
clearly, and the conflicting points of view are 
forcefully presented. However, there is some 
lack of balance. Too much attention appears to 
have been given to individual preferences for 
single approaches to corporate-tax reform and 
too little attention to the way in which various 
alternatives would affect employment and in- 
vestment decisions. Moreover, some detailed 
aspects of corporate-income taxation are dealt 
with much more fully than others. As against 
well-balanced discussions of the desirability 
of giving small corporations the option of being 
taxed as partnerships, and of the problems 
posed by the lengthening of the carry-forward 
period, there is a very superficial and one-sided 
discussion of the deduction for depreciation 
and depletion. The questions of penalty taxes 
on consolidated returns and on corporate earn- 
ings retained for the purpose of individual in- 
come-tax avoidance are carefully and object- 
ively explored; but the treatment of the inter- 
est deduction leaves many important aspects 
of the problem undiscussed. 

The question of how corporations ought to 
be taxed in the ultimate postwar tax structure 
is one upon which much has been written over 
the last three years. The tax studies of the Na- 
tional Planning Association, the Committee 
for Economic Development, and the Tax Foun- 
dation all made their appearance in 1944 and 
1945, and since that time the corporate tax 
proposals advanced by these and other groups 
have been widely discussed and warmly de- 











bated. Yet we seem to be no nearer agreement 
today than three years ago as to what is the 
soundest and most practicable approach to the 
corporation-tax problem. It appears to have 
been the hope of the Tax Institute that its 
1946 symposium might contribute toward the 
attainment of a consensus. Possibly those who 
participated in the two days of discussion did 
come closer to reaching an accord on such ques- 
tions as the best way to alleviate the “double 
taxation” of dividend income or the desirability 
of lower taxes on corporate income. But one 
cannot read this collection of papers without 
feeling that what is needed is not more debate 
and discussion but more digging for elusive 
facts and more hard thinking about their impli- 
cations. Until we know more than we now do 
about the incidence and effects of the corpora- 
tion-income tax, it is unlikely that those on 
either side of important controversial issues 
will be persuaded that what they hold to be 
fundamental truths are perhaps only prejudices. 


E. Gorpon KEITH 
University of Pennsylvania 


Full Employment in Y our Community. (Report 
of the W. E. Upjohn Institute for Com- 
munity Research.) Chicago: Public Adminis- 
tration Service, 1947. Pp. x +119. $2.75. 


This is the first major publication of the W. 
E. Upjohn Institute, a privately sponsored, 
nonprofit research organization, established 
some three years ago for the purpose of carrying 
on research in the problems of full employment 
and unemployment “at the community level, 
as distinguished from the national or interna- 
tional level.” 

As Harold C. Taylor, the director of the 
Institute and one of the authors of the report, 
explains in the Preface: “It is the purpose of 
this book to bring together in one place all the 
major suggestions that have been made which 
look toward the achievement and maintenance 
of full employment, insofar as these proposals 
relate to action which can be taken at the local 
level.” 

The report restricts itself severely to its 
avowed purpose. The authors shy away from 
any consideration of the theoretical problems 
of the business cycle and economic stabiliza- 
tion or of national policies and programs. In 
limiting themselves to a presentation of specific 
measures of a (supposedly) local nature, they 
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combine strength and weakness, the latter un- 
fortunately predominating. On the one side, 
the report is effective in highlighting the re- 
sponsibility of each community for setting its 
own house in order. On the other side, lacking 
a theoretical framework, the report becomes a 
mere catalogue of suggestions, ranging from 
comprehensive community planning, through 
the annual wage and farm co-operatives, to 
intensified advertising of industrial products in 
slack periods. There is no attempt at balance or 
evaluation. All suggestions are treated as if they 
were of equal importance. If there is any theory 
behind the report, it would seem to be that 
“every little bit helps.” 

The authors work under a serious handicap. 
Discussing “Full Employment in Your Com- 
munity” requires a Procrustean operation sim- 
ilar to that which would be involved in discuss- 
ing, say, “Atomic Energy in Your County” or 
‘Peace in Your State.” The problem of achiev- 
ing and maintaining full employment does not 
readily lend itself to a division along areal lines. 
The attempt of the authors to do battle along 
just such lines forces them into an untenable 
position. Thus, while monetary and fiscal pol- 
icy is deemed outside the scope of the report, 
stabilization measures which can be adopted by 
industry, agriculture, and labor are treated at 
some length. The attempt to justify this selec- 
tion leads to some devious explanations. For 
example, the authors suggest: 


Even the large industries and businesses are 
rooted in the community. They receive their initial 
impetus from their community and wax strong there. 
Even now it is difficult to divorce many such enter- 
prises from their origin. For example, the Ford 
Motor Company has plants and representatives in 
many countries of the world, yet it is still associated 
with Detroit. Detroit is the community which gave 
this modern colossus its birth and early support. 
It is the community to which Ford “‘belongs.” 


Employment stabilization within the indi- 
vidual firm is deemed a “community” matter 
and, while many fruitful suggestions are made 
looking toward this objective, the self-imposed 
limitations seem to force retreat at the most 
crucial points. Thus, the authors put themselves 
on record as supporting contracyclical invest- 
ment and production policies on the part of 
individual business enterprises. But they hasten 
to point out: “It is admittedly difficult to see 
what motivation there is for an individual 
enterprise to attempt to stave off forces which 
are so largely beyond its con‘rol’’; and they add, 
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rather plaintively, ‘“‘However, the contracyclical 
measures which have been discussed kave been 
proposed seriously; and if a way can be found to 
make them effective, the possible beneficial re- 
sults are great.” Such a retreat would seem in- 
evitable in the face of the unnatural divorce of 
community and national action. Clearly, any 
program for stabilizing employment in individ- 
ual enterprises can have substance only within 
the context of a carefully planned and vigorous- 
ly executed national program underwriting con- 
tinuous full employment of all our resources. 

There is undoubtedly much that can and 
should be done at the community level to help 
achieve the goal of full employment; and I wish 
to underestimate neither the value of this re- 
port in publicizing the partial measures which 
have already been adopted in some communi- 
ties nor the many worth-while suggestions 
which might well be tried. At the same time, 
it seems important to emphasize the fact that 
community programs can be effective only if 
they are based on a sound and consistent theory 
of the business cycle and if they are geared to 
national programs of economic stabilization. 


HARVEY S. PERLOFF 
University of Chicago 


Voraussetsungen der V ollbeschiftigung. By KARL 
GruBER. Vienna, Austria: Springer-Verlag, 
1946. Pp. 89. $1.40. 


In his little book on “Conditions for Full 
Employment,” Dr. Gruber discusses cyclical 
swings in employment and economic activity 
and various types of government action which 
can be taken to reduce these fluctuations. 

The discussion is cast in terms of income, 
saving, and consumption analysis. It is stated 
that full employment of existing productive 
capacity requires that the proportion of pur- 
chasing power devoted to consumption and 
saving should correspond to the working-capital 
requirements of the consumption-goods and 
production-goods industries, respectively. A 
shift of purchasing power from consumption to 
increased saving is taken as the initial cause of 
the cyclical downswing. Existing productive 
capacity cannot ordinarily absorb these in- 
creased savings and certainly cannot do so 
without a considerable time lag. Meanwhile, 
the decrease in consumption is transmitted 





first to the consumption-goods industries and 
then back to the production-goods industries. 

But the cause of this shift in purchasing pow- 
er is never clearly identified by Gruber. At one 
point his emphasis is on the disproportionate 
increase of prices and wages during the upswing. 
Elsewhere he points to a change in the demand 
structure, to the process of rationalization, to 
changes in the income structure, and to malad- 
justments in particular industries as factors 
which disturb the circulatory economic flow 
and lead to depression. Despite some discus- 
sion of the relative ineffectiveness of a low in- 
terest rate in stimulating investment and the 
undesirability of lowering wage rates during 
the depression, he does not utilize the Keynesian 
concepts of propensity to consume, marginal 
efficiency of capital, and liquidity preference. 

A particular difficulty in his presentation is 
the failure to distinguish clearly between cycli- 
cal and structural causes of economic fluctua- 
tions. For example, both under- and over-con- 
sumption are described as giving rise to the 
same type of cyclical movement. Also, although 
the author consistently stresses the crucial role 
of the investment-goods industries, he does not 
differentiate sufficiently between new invest- 
ment and replacement demand, thus neglect- 
ing the dynamic factor of economic growth. 

In discussing the role of government policy 
in reducing cyclical fluctuations, Dr. Gruber 
distinguishes between the intermittent steps 
taken by the “noninterventionist” state at the 
depth of the depression and the continuous full- 
employment policy pursued by the authori- 
tarian state in a planned economy. He attrib- 
utes considerable effectiveness to a pump- 
priming policy of public investment, while do- 
ing less than justice to compensatory and de- 
velopmental fiscal policy. His discussion of 
monetary policy as a business-cycle corrective 
is neither clear nor convincing. 

He also prescribes that the elasticity of vari- 
ous elements in the economy be increased, mo- 
nopolistic restrictions relaxed, the labor supply 
educated and restrained, and government re- 
quirements made more flexible. As first steps 
in controlling economic fluctuations, he sug- 
gests credit control, supplemented by an elastic 
central-bank policy, and government arbitra- 
tion of wage disputes. If these measures (which 
he feels would generally be adequate) prove 
insufficient, extensive government investment 
financed through short-term credit is considered 
inevitable. 








Dr. Gruber does not differentiate clearly 
among the various measures available to the 
government in terms of their relative effective- 
ness or the degree of intervention and control 
which they would involve. In short, the book 
suffers from a certain vagueness and a failure 
to highlight the crucial problems. It leaves the 
reader more puzzled than enlightened. 


WALTER F. STETTNER 
Washington, D.C. 


Production Cost Trends in Selected Industrial 
Areas. By Putie NErr, Lisette C. Baum, 
and Grace E. Herman. Berkeley and Los 
Angeles: University of California Press, 
1948. Pp. xii+249. $4.00. 

For those concerned with differential rates of 
regional development and relocation of industry 
within the United States, this stimulating statis- 
tical study provides a valuable fund of back- 
ground material. The analysis covers the period 
1929-39 for six industrial areas (Los Angeles, 
San Francisco, Detroit, Cleveland, Chicago, and 
Pittsburgh) and is based chiefly upon data from 
the census of manufactures. For each area the 
authors investigate and compare the trends and 
cyclical behavior of series on the average num- 
ber of wage-earners per establishment, average 
value added per wage-earner, wages as a per- 
centage of value added, and cost of materials as 
a percentage of value added. These series are 
presented for durable and nondurable goods, for 
each of six census divisions of durable goods, for 
each of seven census divisions of nondurable 
goods, and for nine selected industries. An 
abundance of supplementary information—such 
as locational quotients, series for the United 
States as a whole, and aggregates of individual 
series for each area—is furnished to assist in the 
interpretation of the basic material. 

The central question is: How significant are 
the movements of these series? The authors are 
to be commended for their caution. The western 
industrial areas, especially Los Angeles, make a 
more favorable showing with regard to ratio of 
wages to value added than do other areas and 
the United States. For fifteen industry groups 
examined, the trends for Los Angeles are more 
often decreasing than increasing. Further, the 
absolute size of this ratio tends on the whole to 
be relatively low for Los Angeles. However, one 
must not jump to conclusions. Differences in 
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capital equipment among the six industrial 
areas, differences in resource endowment, in or- 
ganizational efficiency, in quality of product, in 
prices, in basic economic patterns, and in a host 
of other factors must be considered. One would 
have to show that these differences are of little 
moment or that they cancel out before main- 
taining that Los Angeles is a relatively low 
labor-cost area. 

At several points (e.g., p. 167) the authors 
seem to imply that, for any given industry, the 
relative size of labor cost measures the relative 
locational importance of the labor factor. Such 
fallacious reasoning is too prevalent among 
economists. It is cost differentials among areas 
that are locationally significant. Labor cost may 
constitute over go per cent of total cost, but, if 
of two sites the dearer labor site experiences a 
saving in raw-material cost greater than its ad- 
ditional labor cost, production will be drawn to 
it, ceteris paribus. 

The reviewer regrets that the study was not 
extended to at least one of the eastern indus- 
trial centers. He cannot accept the authors’ 
excuse that the New York and Philadelphia 
areas do not compete with the Midwest or the 
Far West for the location of industry. Nonethe- 
less, as “an attempt to isolate some critical de- 
tails which are necessary to the proper evalua- 
tion of the economic prospects of the nation and 
its various regions” (p. 170), the study should 
be of marked interest to the locational analyst 
and planner. 

WALTER IsarD 
Tufts College 


Trade Union Publications. By Luoyp G. 
REYNOLDS and CHARLES C. KILLINGS- 
WworRTH. 3 vols. Baltimore: Johns Hopkins 
Press, 1944. Vol. I, pp. xxxii+416; Vol. II, 
pp. lvii+486; Vol. III, pp. xv-+o31. $25. 


This three-volume index of the “official 
journals, convention proceedings, and con- 
stitutions of international unions and federa- 
tions, 1850-1941” is a pioneering project from 
the point of both the objectives of the study and 
the development of the techniques and forms 
for making this information available to the 
researcher. This index opens up to the research- 
er a vast wealth of data and viewpoints of labor 
unions which formerly could be found only by 
searching through countless publications. If 
this work could be continued on a current-serv- 
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ice basis, an invaluable tool for the study of 
labor-management relations would exist. 

While the indexing of labor-union publica- 
tions was the objective of this work, two by- 
products were developed which more than 
double its value. One is a chronology and bibli- 
ography of the fifty unions whose publications 
are indexed (and of some two hundred and 
twenty-five additional unions as well), making 
Volume I of this set the most comprehensive 
labor-union directory in print. (Florence Peter- 
son’s Handbook of Labor Unions, although in- 
cluding much more data on each union, pro- 
vides such information for only one hundred 
and eighty-two unions). The value of the bibli- 
ographical information is further enhanced by 
the fact that, instead of an alphabetical listing, 
an occupational classification is used. 

A second important by-product is the brief 
critique of the publications of the selected fifty 
unions. This critique includes a history of each 
union’s publications, a noting of name and pol- 
icy changes, and a brief content analysis of the 
convention proceedings and the journals. 

Another useful development is the “Com- 
plete List of Index Headings” in Volume II, 
followed by a glossary of definitions of all 
headings whose meanings might be question- 
able. Not only does this volume serve as a guide 
to the subject content of labor-union publica- 
tions, but it also points up related topics for the 
researcher. The list should be of value to the 
union librarian—or to any industrial-relations 
librarian—in developing a subject-heading list 
for the filing of materials. 

One other chapter in Volume I, “The Con- 
tent and Uses of Trade Union Publications,” 
deserves particular mention. It considers the 
types of information likely to be found in union 
publications, such as convention proceedings, 
officers’ reports, discussions of resolutions, and 
the like. Analysis of the content of the official 
journals includes trends and policies in union re- 
porting, especially as reflected in editorials and 
letters from members, and gives the outstanding 
or exceptional ones special mention. The rele- 
vance of material included in the index is also 
discussed. An attempt has been made to dis- 
tinguish between the types of investigations 
and topics for which union publications are the 
main source of information and those for which 
they may be only supplementary sources. 

The bibliographical listings in Volumes II 
and ITI are based upon the collections of trade- 
union proceedings, constitutions, and journals 





in the United States Department of Labor Li- 
brary, the John Crerar Library (Chicago), the 
Wisconsin Historical Society Library, the Johns 
Hopkins University Library, as well as in 
union headquarters. They include the publica- 
tions of the unions, significant for either size, 
age, or other factors, and publications of lesser 
importance which may be necessary in order to 
secure a balanced coverage of different types of 
industry and occupation. Omitted from the 
index are pamphlets and other ephemeral union 
publications. The indexing method, which seems 
complicated at first glance, is amazingly simple 
when one considers the huge quantity of mate- 
rial and the wide range in subject matter cov- 
ered. However, a careful reading of the ex- 
planatory notes is necessary for optimum use 
of the index. 

This index fills a long-recognized need. It will 
be exceedingly useful to the librarian as a ref- 
erence source; to the trade-union official for 
tracing previous discussions of, and action on, 
issues in his own union or in other unions; to 
the employer for finding out the historical back- 
ground and importance of union demands; to 
the arbitrator for probing into the past history 
of jurisdictional dispute cases; and to the re- 
searcher, teacher, and student for the study of 
issues, trends, and the history of the labor move- 
ment. 

SarA H. PEASLEY 
RoBert K. Burns 
University of Chicago 


Union-Management Cooperation: Experience in 
the Clothing Indusiry. By Kurt Braun. 
Washington, D.C.: Brookings Institution, 
1947. Pp. xii+259. $3.00. 

The apparel industries have provided a 
fruitful and popular field for studies of indus- 
trial relations. Since the early twenties such 
studies have commonly made reference to a 
developing collaboration that goes far be- 
yond collective bargaining as it is found in 
other industries. Umion-Management Cooper- 
ation deals specifically with this postgraduate 
phase of collective bargaining and largely ig- 
nores such prosaic topics as maintenance of 
membership, machinery for settling grievances, 
and day-to-day negotiations over wages and 
hours. 

“Collective bargaining,” says the author, 
“...is nothing but a technique whereas 











{union-management co-operation] is an eco- 
nomic and social concept.” Union-management 
co-operation is more than collective bargaining 
in that it involves “‘a disposition on the part of 
both the employer and the union to work to- 
gether to achieve any common end.” It means 
“collaboration of management and unions on 
subjects extending beyond elementary matters 
of employer-employee relations.” 

In explaining why co-operation has arisen 
in the clothing industries, the author points 
primarily to the characteristics of the indus- 
tries that make for intense, and sometimes mis- 
guided, competition. Also mentioned are the 
basic instability of the industry—calling for ex- 
traordinary measures toward stabilization— 
and the characteristics of management and the 
workers. 

In greater or less degree union-management 
co-operation has influenced almost every phase 
of production and administration, It can be 
credited with the general introduction of the 
efficient incentive-payment system, tradition- 
ally associated with sweating and long opposed 
by the unions. After years of failure by manage- 
ment and unions working independently it has 
brought order to the chaotic contracting system. 
Uniform standards of construction and uniform 
labor costs have been established for certain 
grades of garments. The finances of weak firms 
have been strengthened. Trade practices and 
the organization of marketing (especially in 
the women’s industry) have been improved. 
These are but a few examples of the work of 
labor-management co-operation in fields that 
are elsewhere reserved exclusively for manage- 
ment. 

Labor and management in the clothing in- 
dustries have indeed reached an advanced stage 
of co-operation. In general, the participants are 
pleased with their current relationship and 
think it will continue. What has it accom- 
plished? 

At first glance it appears to have accom- 
plished remarkably little. Wages and profits 
in the clothing industries have been modest. 
Seasonality of production is as great a problem 
as ever. But against the background of cut- 
throat competition, sweatshop labor standards, 
and bitter industrial strife that once character- 
ized these industries the gains seem more im- 
pressive. 

For the employee, co-operation has meant 
increased security—not only through the estab- 
lishment of health and benefit systems but 
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through the assurance that he will not be dis- 
charged unfairly. Periods of declining employ- 
ment have been met by the shortening of hours 
and by other means of spreading the work. Job 
loss because of business failure has been re- 
duced. The worker takes pride in his voice in 
management. 

The employer is protected against unfair dif- 
ferences in labor costs and certain types of trade 
abuses. He has yielded up some of his control 
over his industry, but he is well protected 
against strikes, with their interruption of pro- 
duction. Moreover, his industry has gained a 
dignity that it could never before claim. 

The public has benefited by the maintenance 
of industrial peace and the development of bet- 
ter citizens. On the whole, co-operation has 
probably tended to protect standards of quality 
and has not raised prices unduly. 

This is a timely and well-balanced book and 
will be profitable reading for anyone interested 
in industrial relations. Although handicapped 
somewhat by lack of recent statistics, the study 
brings the experience of these industries up to 
date and provides a dependable and convenient 
description of one of the most important phases 
of American labor history. 

Chief interest will center about the ques- 
tions: Why did union-management co-opera- 
tion arise in the clothing industries? What have 
been its characteristics, and what has it accom- 
plished? Would its success in the clothing in- 
dustries be attainable in other industries? 

The author’s emphasis on the highly com- 
petitive nature of the industry in explaining the 
rise of co-operation seems warranted, But it is 
doubtful whether this factor would have been 
so influential had it not been for the long periods 
of economic adversity during the twenties and 
thirties, which forced management and unions 
to extreme measures in desperation. In the 
opinion of the reviewer, moreover, greater 
weight should be given to the wise leadership 
provided by the unions in industries in which, 
with important exceptions, the level of manage- 
ment is very low. 

After the nature and accomplishments of 
co-operation as discussed in this book have been 
reviewed, it is apparent that union-management 
relationships in the clothing industries have in- 

deed progressed beyond simple collective bar- 
gaining. In the interest of greater industrial 
stability both management and unions have 
sacrificed rights that in other industries are 
jealously defended. 
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The author feels that other industries can 
learn much from the experience of the clothing 
industries but is doubtful whether this expe- 
rience can provide a formula for industry as a 
whole. With this view most readers will prob- 
ably agree. Rarely will the economic induce- 
ments to co-operate be so strong, the advan- 
tages of union-management co-operation so 
obvious, as they were in the clothing indus- 
tries before World War II. Management in gen- 
eral will not voluntarily share its control over 
production, marketing, and finance. In years 
to come, however, the time-tested experiment 
in the clothing trades should prove helpful to 
many industries and may point the way of sal- 
vation to a few. 

ROBERT J. MYERS 
United States Department. of Labor 
Washington, D.C. 


Labor Relations and Human Relations. By BEN- 
JAMIN M. SELEKMAN. New York: McGraw- 
Hill Book Co., Inc., 1947. Pp. xi+255. $3.00. 


Professor Selekman questions the ability of 
legal fiat to solve the problems of labor-manage- 
ment relations. But sound relations must devel- 
op between worker and employer, or they must 
submit to a governmental guidance that both 
profess not to want. On its side, the government 
cannot allow public interests to suffer during a 
struggle that often ends with the weaker of the 
disputants asking for governmental interfer- 
ence. This impasse can be overcome only by 
patient, widespread, and firsthand study of col- 
lective bargaining in “human and social as well 
as economic terms.” 

A major obstacle is the prevalent belief that 
industrial conflict will end when someone finds 
the simple, clear-cut formula that as yet remains 
elusive. Such a formula will never be found be- 
cause the complex and emotional nature of hu- 
man beings defies particularistic handling. 

Starting with the entrance of the union and 
continuing through the topics of negotiations 
and the building of joint relationships, the au- 
thor points the way from conflict to co-opera- 
tion. He analyzes the roots of hostility and 
shows how strife may be held in check while 
foremen and workers learn to participate ami- 
cably in settling their differences. Good relations 
are unlikely unless agreements receive the 
proper emotional launching. 

Selekman’s chapters on the handling of 
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grievances and changes in the shop are excel- 
lent. Supplementing argument with cases, he 
evaluates the legal and clinical approaches and 
shows keen insight into the problem of prevent- 
ing and settling disturbances on the shop level. 

Professor Selekman contends that mature 
managers and labor leaders are essential to in- 
dustrial harmony. Only such leaders can assist 
in restoring the feeling of participation that has 
been lost by industrialization. The resulting par- 
ticipant shop community can aid in integrating 
life in the plant and in the home. If not this, if 
sound labor-management relations cannot be 
achieved, democracy will be lost in the expand- 
ing controls of national and world economy. 

The present reviewer agrees that a multivari- 
ate approach is needed in industrial relations. 
Professor Selekman has attained a new level in 
his presentation of noneconomic factors. His 
chapters on shop changes and grievances will 
long make his book worth while. 

However, his feeling that industrial relations 
are in transition and will settle down to rela- 
tively fixed conditions may be questioned. While 
our democracy remains, there is little likelihood 
that labor relations will become less dynamic 
and changing than other institutions, which Mr. 
Selekman admits are in flux. Our mode of life is 
so shifting that rules are often outdated before 
they are universally known. And even if rules 
exist and are accepted, the tendency of men to 
employ them for personal advancement weakens 
our assumptions concerning the prediction of 
behavior in industrial relations. 

Probably Mr. Selekman has overemphasized 
the dangers of present labor relations to democ- 
racy. We have always had crises and struggles 
for power. In the shop and at the conference 
table, expediency often prevents leaders from 
balancing “human, technical, pecuniary, and 
social factors within the interacting whole” as 
neatly as Mr. Selekman hopes. Admittedly, 
man “is not yet domesticated to bigness,” but 
his extraordinary adaptability will doubtless 
enable him to make the adjustment. 

Whatever is said for or against Professor 
Selekman’s book, his courage and success in ap- 
proaching the subject from so many angles is 
uncommon. He differs from those social scien- 
tists who, in many cases, are unable to view 
industrial relations beyond the artificial limits 
of their ethnocentric disciplines. 








MELVILLE DALTON 
University of Chicago 
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Insights into Labor Issues. Edited by R1cHARD 
A. LESTER and JosEPH SHISTER. New York: 
Macmillan Co., 1948. Pp. x+368. $4.00. 


This is a collection of thirteen essays on 
“various labor problems,” grouped into three 
parts entitled “Labor Relations,” “Wages and 
the Labor Market,” and “Labor and Employ- 
ment.” The authors are seventeen of the 
younger “labor economists” of the United 
States and Canada. None received their Ph.D. 
degrees earlier than 1936 and most of them 
since 1940. Presently most of them are con- 
nected with the industrial relations centers of 
leading universities. 

To the reviewer, who belongs to an older gen- 
eration, these essays are of interest not merely 
for their “insights into labor issues’’ but also for 
the insight they afford into the methods and 
thought of the younger labor economists who 
are rapidly coming to dominate the academic 
research and teaching in this field. 

In the editor’s introduction, while “new 
methods and approaches” are stressed, their 
nature is not entirely clear. Only one essay em- 
phasizes the need for “case studies’ based on 
“interview information,” and no other even 
suggests basically different methods of study 
from those the older labor economists have 
utilized. As a group the authors display a thor- 
ough knowledge of current economic theory. 
But all of them are very much dissatisfied with 
the prevalent economic theory as it applies to 
the determination of wages, collective bargain- 
ing, and other problems in labor-management 
relations. All are impressed by the “significant 
contributions” being made “by a rapidly grow- 
ing group of psychologists, sociologists, and 
political scientists.” Most of them also are ob- 
serving what is actually occurring in the labor 
relations field and are trying to develop their 
theories upon the basis of the observed facts, 
rather than through abstract, logical deduc- 
tions. But, with few exceptions, they have some- 
thing akin to disdain for everything that is 
historical. 
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Aside from this last-mentioned attitude, the 
methods of these younger labor economists seem 
to the reviewer to resemble closely those of the 
pioneers in this field: Commons, Barnett, Hoxie, 
and Millis. Many of their conclusions also have 
the same institutional flavor as those of the 
older labor economists. Their own belief that 
they have a brand new approach seems to come 
from the fact that, since their college training 
consisted largely of rarefied economic theory 
they have but slight acquaintance with the 
methods and writings of the older labor econo- 
mists. 

Whatever may be their shortcomings, these 
essays Clearly establish that this younger group 
of labor economists has much to contribute toa 
better understanding of labor-management rela- 
tions and the development of more intelligent 
policies in this field. Combining, as they do, the 
ability to use economic analysis with awareness 
of reality, they have great advantages over both 
the labor economists who are regarded by the 
profession as being weak in theory and the pure 
theorists who develop their theories without 
reference to the facts. 

As is to be expected in a compilation of unco- 
ordinated essays, the several chapters in this 
book are somewhat uneven. None, however, is 
trivial or uninteresting, and a number are of 
major significance. To cite only three which im- 
press the reviewer: the factual account of the 
San Francisco experience by Clark Kerr and 
Lloyd H. Fisher, the most informative treat- 
ment of multiple-employer bargaining which 
has been published; John Dunlop’s attempt at a 
theory of the development of labor organiza- 
tion; and Richard Lester’s “Results and Impli- 

cations of Recent Wage Studies.”’ These and 
still other essays make this book a “must” for 
all students of labor-management problems and 
furnish conclusive evidence that the young men 
who are taking over labor economics in so many 
universities are up and coming. 


Epwin E. WIE 
University of Wisconsin 
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